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Towards an Undistorted Choice and Equal Treatment in Corporate Takeovers

Lucian A. Bebchuk .
Abstract

The concern of this Article is with two related problems regarding the
current operation of corporate takeovers. The first problem is that of "dis-
torted choice." At present, shareholders might well tender their shares to a
bidder even if they view the offered acquisition price as lower than the
target's independent value. For example, shareholders might tender out of
concern that in case they hold out the bid might nonetheless succeed and they
might end up with low-value minority shares in the taken over target. The
‘current distortions of shareholder choice, I suggest, lead to an inefficient
allocation of corporate assets and reduce social welfare.

The second and closely related problem with which the Article deals is
that of "unequal treatment." In current takeovers, the total acquisition
price is distributed among the target's shareholders quite disproportionately.
This disproportionate division, I suggest, is both unfair and inefficient.

These two problems have been receiving a growing attention, and the SEC
is currently examining whether and how they should be addressed. The Article
seeks to contribute in three ways to our understanding of these problems, and
to our ability to address them. First, the Article puts forward two objectives --
"undistorted choice" and "equal treatment" -- for evaluating the performance
of takeover rules. The Article explains, on the basis of both efficiency and
fairness considerations, why these two objectives are both desirable and
important. :

Second, the article provides a detailed account of the current problems -~
the current distorted choice, and the current unequal treatment. While various
_ aspects of these problems have been discussed by a number of commentators, the
~Article's account is fuller and more systematic than that which is provided by
the existing literature. This comprehensive account of the current problems
enables a better assessment of their nature, scope, and severity; and it
“demonstrates the inadequacy of various remedies that have been suggested in
- the literature.

Third, the Article puts forward a regulatory framework that would adequately
address the current problems. The Article demonstrates that the proposed
regulations would attain undistorted choice and equal treatment, and would
involve no significant social costs. One noteworthy element of the regulations
would enable shareholders to tender either "approvingly" of "disapprovingly",

. and would allow a bidder to gain control only if it would attract the required
~number of "approving'" tenders. Under the proposed regulations, shareholders
who view the expected acquisition price as appropriate would make "approving"
tenders, while those who view the expected acquisition price as too low (but
wish to ensure receiving their prorata share in case a takeover does take
place) would make "disapproving" tenders.

The undistorted choice and equal treatment objectives are proposed for
corporate acquisitions in general, and not only for takeovers. Indeed, the
objectives are shown to provide a unified and consistent framework for evaluating
acquisition rules. Consequently, while the Article focusses on takeovers, it

also discusses and evaluates both merger law and the law concerning acquisitions
 through open market or privately negotiated purchases.



IT.

11I.

TABLE OF CONTENTS

INTRODUCTION

THE OBJECTIVES OF UNDISTORTED CHOICE AND EQUAL TREATMENT
A. TUndistorted Choice
1. Corporate Acquisitions in General .
2. Mergers .
3. Takeovers .
B. Equal Treatment .
THE CURRENT PROBLEMS
A. The Post-takeover Value of Minority Shares
1. Immediate Takeout .
2. No Immediate Takeout . .
3. Minority Shares' Value v. The B1d's Prlce .
B. The Acquisition Price in a Takeover
1. The Presence of Unacquired Shares .
2. Defining the Acquisition Price
a. Actual Acquisition Price
b. Expected Acquisition Price .
3. Conclusion and Comparison with the B1d s Prlce
C. The Current Distorted Choice
1. The Problem of Effective Control Without
- Majority Ownership . . .
2. Target Shareholders' Tender Dec151ons . .
a. Shareholders' Undistorted Tender Dec131ons
b. Shareholders' Actual Considerations .
c. The Nature of Shareholders' Actual
Considerations . .
3. The Direction of the Current D1stort10ns
4. The Current Distortions and Market Tradlng
5. The Current Distortions and Coordination Costs
a. Distorted Choice that Would not be Avoided
if Coordination were Possible . . . .
b. Distorted Choice that Would be Av01ded 1f
Coordination were Possible
6. The Current Distortions: Summary and
Classification
7. A Note on The Magnltude of the Current
Distortions . e e e
D. The Current Inequality of Treatment .

.13
. 15
. 17
. 20
. 20
. 22
. 24
. 29
.29
. 30
. 32
. 32
. 34
. 35
. 37
. 37
. 39
. 39
. 41
A
. 46
. 51
. 54
. 56
. 58
. 60
. 62

. 64



Iv.

SOME UNSATISFACTORY REMEDIES

A.

. B.

C.

D.

Prohibiting Partial Bids

Prohibiting Immediate Takeouts at Less
Than the Bid's Price

1.
2.
3

The Ban Would Narrow the Gap . . . .
The Ban Would Not Eliminate the Gap .
Eliminating the Gap Would Not Attain
Undistorted Choice ..

Allowing Obstructing Defensive Tactics

Relying on Charter Amendments by Potential Targets

A PROPOSED REGULATORY FRAMEWORK .

A.

The Proposed Regulations

1.
2.

The Treatment of Tendering Shareholders .
The Treatment of Non-Tendering Shareholders .
a. Regulating Immediate Takeouts :

b. Providing Redemption Rights .

Effectiveness in Attaining Undistorted Choice
and Equal Treatment .

1.
2.

Undistorted Choice.
Equal Treatment .

Remarks on the Design and Performance of the
Proposed Regulations.

DTN N

The Knife's Edge Problenm.
Superiority to a Separate Vote. -
The Required Number of Approving Tenders.

The Proposed Regulations and Partial Acquisitions .

The Proposed Regulations and Shareholders'
Freedom to Sell their Shares

Comparison to the British Arrangements,

1.

The Determination of a Bid's Success. ..
a. The Approval Requirement in Partial Bids.
b. Providing a Second Opportunity to Tender.
The Treatment of Tendering Shareholders in
Case the Bid Fails. e e e e e
The Treatment of Non-Tendering Shareholders
in Successful Bids. .

The Treatment of Partial Bids .

. 69
. 69

. 72

.75
. 76

. 78
. 80
. 82
. 86
. 86
. 87
. 92
. 93
. 94
. 97
. 97
.100
.101
.102
.103
.106
.109
.111
.116
.116
.117
.118
. 121

.122
.124



VI. THE DESIRABILITY OF UNDISTORTED CHOICE AND
EQUAL TREATMENT . . e e

A. Undistorted Choice.

1. The General Point . .
2. . The Importance of Ensurlng that Shareholder
‘Support be a Necessary Condition. .

. 3. The Decisive Fraction .

4. The Social Costs of Ensurlng Undlstorted Ch01ce .

- a. Search for Potential Targets
b. Beneficial Acquisitions of
Discovered Targets. .
c. Information Seeking by Sophlstlcated
Investors , c e e e e
d. Arbitrage Act1v1ty

B. Equal Treatment .
1. Risk-Bearing Considerations .

2. Fairness Considerations . . .
a.- The Problem of Dlstrlbutlon

b. The Presumption in Favor of Equal Treatment .

c. Unequal Treatment Cannot be Justified by
- Efficiency Considerations . .
d. Unequal Treatment Cannot be Justlfled by
Entitlement or Desert Notions . .
~ e. Unequal Treatment Cannot Be Just1f1ed by
: its Effect on the Overall Distribution
of Income . e e e e e e,

VII. EXTENSION: ACQUISITIONS THROUGH OPEN MARKET OR
PRIVATELY NEGOTIATED PURCHASES. .. .

VIII. BEYOND UNDISTORTED CHOICE AND EQUAL TREATMENT .
IX. CONCLUSION.

APPENDIX: DISTORTED AND UNDISTORTED CHOICE IN BIDDING CONTESTS

.126
.126
.126
.130
.134
.136
.137
.138

.139
.141

142
143
144
144
146
148

.150
.151 .

.154
.160

.164



.TOWARDS AN UNDISTORTED CHOICE AND EQUAL

TREATMENT IN CORPORATE TAKEOVERS*

Lucian Arye Bebchuk**

February 1984

Final Revision September 1984

* This Article is planned to constitute a part of a larger work on corporate
acquisitions. That work is expected to draw on the present Article, two
previously published articles ("The Case for Facilitating Competing Tender
Offers," 95 Harv. L. Rev. 1028 (1982), and "The Case for Facilitating Competing
Tender Offers: A Reply and Extension," 35 Stan. L. Rev. 23 (1982)), and some
additional work which is currently in progress.

** The Society of Fellows, Harvard University. In the writing of this Article
T have incurred many debts. I should like to express my gratitude to Victor
Brudney for his advice and encouragement throughout; to Bob Cooter, Deborah _
DeMott, Mel Eisenberg, Ron Gilson, Louis Kaplow, Mitch Polinsky, Roberta Romano,
HMyron Scholes, Steve Shavell, and Mary Stokes for their valuable comments on
earlier drafts; to participants in workshops at the law schools of Berkeley,
Duke, Harvard, Penn, Stanford, and U.S.C. for their beneficial reactions and
suggestions; to Michael Bradley, Robert Case, and Dean LeBaron for providing
helpful information and materials; and to Harvard Law School, Stanford Law
School, and the Harvard Society of Fellows for their financial support during
the period in which I worked on this Article.






I. INTRODUCTION -

Iﬁ aAéo;pﬁratertakéOQer, an acéuirer purchéses a'conﬁrolling interest in
a public c6rﬁ6¥ation (tﬁe térget) through a takeover bid -- that ié, an offér
‘made to the targét's>éhareholdefsvto purchase their shares for cash (a tender
offer) or for securities (an exéﬁange offer). ‘Takeover bids are a very)ﬁopﬁ1ar
“and iﬁporﬁant ﬁethod of acquiring a widely held coﬁporation. They might be
best known for'theif role in hostile acquisitions ~- a takeovervbid provides
thé oniy means 6f aéquiring a widelj heid corporation without its maﬁagement's
abpro?al.ly And takédve? bids have also become a very common method of consum-
matiﬁg negotiateé‘acquisitibns‘g/

The.concernvof.this‘article is with two related problgms reg'ard‘ing‘rthe~
current 6§era£ion of corporate~takeovefs. The problem oh_which most of the
analysis wi11 focuéiis one-to‘which'I éhall refer as the "distorted choicg”
problem.‘ Shafeﬁoldefs'.tender‘decisions in the face of-é takeoﬁer bid are
éurrently éubjecﬁ fovsubstanﬁiai pfessures and'distértions. As wiil\be seen,
a target's shéreholéer'might'weii tender hisél-éhares to a bidder even if he

views the offered acquisition price‘as lower than the value of the indépendent

1/ See Easterbrook & Fischel, The Proper Role of a Target's Management in ‘
Responding ‘to a Tender Offer, 94 Harv. L. Rev. 1161 (1981); Gilson, A Structural
Approach to Corporations: The Case Against Defensive Tactics in Tender Offers,
33 Stan. L. Rev. 819 (1981).

2/ See Freund & Easton, The Three Piece Suitor: An Alternative Approach to
‘Negotiated Acquisitions, 34 Bus. Law. 1679 (1979); Freund & Green, Substance
over Form S-24: A Proposal to Reform SEC Regulation of Negotiated Acquisitions,
36 Bus.. Law. 1483 (1982). Takeovers have been increasingly used in-negotiated
acquisitions because they-enable a relatively speedy consummation of an acquisi-
“tion. - - , : : C

3/ For the sake of étylistic convenience, I 'shall assume throughout that
shareholders are all individuals and male. Needless to say, shareholders
might actually be females or legal entities.



target (including the prospect of receiving higher offers in the future).ﬁj,
For example, the shareholder might tender out of concern that in case he does
not tender other shareholders might still tender their shares, and the bidder
might consequently gain contfol; and if the bidder gainsvcontrol; non-tender-
"ing shareholders wili end up with low-value minority shares in the takeh bvér
target. Thus, the prospect of the bidder gaining ‘control introduces a sub-
siantial pressure on shareholders to tender their shares.

Due to the pressure tosteéder that the prospect of a takeover intrdduces
and to other distortions that I shall describe, a bidder might currently
succeed in taking over a target even if the value-maximizing course of acfion
of the target's‘shareholders would be to reject the Eid. As a result, a |
target mighf well be taken over eveh if the most efficient use of its assets
would require that the target remain independent'or:that it be acéuired by
another buyer. Consequenfl}, éhe current distqitions léad to an inefficient
allocation of corporate assets and reduce social welfa?e. Fﬁrthermore, the
current distortions provide the only possible justificétion for allowiﬁg.
target manageﬁents'to use obstructive defensive tactics; aﬁd‘eliminating these
distortions would thus remove the only obstacle to adopting a ban on such
tactics, tactics which are very costly to both ﬁarget shareholders énd society.él.

The second and closely related problem with which this Article deals is
one that I shall call the "unequal treatment" problem. In current takeovers,

the total acquisition price is distributed among the target's shareholders

4/  See Part III, Section C.

5/ The view that the current distortions of shareholder choice might .
justify at least some obstructing tactics is expressed in, for example,
Lipton, Takeover Bids in the Target's Boardroom, 35 Bus. Law. 101 (1979),
and Lowenstein, Prunning Deadwood in Hostile Takeovers: A Proposal for
Legislation, 83 Colum. L. Rev. 249, 307-309 (1983). The costs of obstruc-
tive tactics are described in Easterbrook and Fischel, supra note 1; :
Gilson, supra note 1.




quite disproportionately.é/ Some shareholders have all (or most) of their

shares purchased for the bid's price, while other sharenolders have all their
shares become minority shares with a value lower than the‘bid's.price; Con-
sequently,‘some shareholders,clargely-unSophisticated1investors, end up With
: considerably less than their prorata share.of the acquisition price. .This
dlsproportlonate d1v1s1on I shall - suggest, is both inefficient. and unfair,
Varlous aspects of these two problems have already been discussed by a

1/ 8/ 9/

number of academlctlawyers,— economists,~" and legal practitioners.= Some

aspects of these problems were also recently'examined by the SEC's Advisory

Committee on Tender'Offers,lgj and are currently being considered by the

.§/ See Part III, Section D.

7/ The first serious discussion-of the current distortions is in
Brudney & Chirelstein's insightful article, Fair Shares in Corporate
Mergers and Takeovers, 88 Harv. L. Rev. 297, 336-340 (1974). . See also
Bebchuk, The ‘Case for Facilitating Competing Offers, 95 Harv. L. Rev.

. 1028, 1039-1041 (1982); Carney, -Shareholder Coordination Costs, Shark
Repellents, and Takeout Mergers: The Case Against Fiduciary Duties, :
Am. B. F. Res. J. 341 (1983); Coffee, Regulating the Market for Corporate
Control:- A Critical Assessment of the Tender Offer's Role in Corporate
Governance, 84 Colum. L. Rev. 1145, 1183-95 (1984); Gilson, supra note 1,
at 859- 862 Lowensteln, supra note 5, at 307-309.

8/ ~'See Bradley, Interfirm Tender Offers and the Market for Corporate

Control, 53 J. Bus. 345, 352-356 (1980); DeAngelo & Rice, Antitakeover

Charter Amendments and Stockholder Wealth, 11 J. Fin. Econ 329 (1983);
Jarrel, The Wealth Effects of Litigation: by ‘Targets: Do Interests

: Diverge in -a Merger?, Unpublished-Manuscript, The University of Chicago

-~ (Jan. 1983); Jensen & Ruback, The Market for Corporate Control: The
'Sc1ent1f1c Evidence, 11 J. F1n Econ. 5 (1983).

9/ See e.g., Balloth & Finkelstein, "Coercive" Structures in Tender
Offers, 15 Rev. Sec. Reg. 820 (1982); Lipton, supra note 5, at 113-14;
Greene o Junewicz, A Reappraizal:-of Current Regulation of Mergers and
Acqulsltlons, 132 U. Penn L Rev 647 676- 693 (1984)

_10/ See Secur1t1es and Exchange Commission Adv1sory Commlttee on Tender
Offers, Report of Recommendations 24-26 (July 8, 1983) (herelnafter
c1ted as the Adv1sory Commlttee Report).
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SEC.ll/ The present Article seeks to contribute to our understanding of these.

problems -- and to our ability to address them -- in the following three ways.
First, the Article puts forward two objectives -- "undistorted choice"
and "equal treatment" -~ for evaluating the performance of takeover rules.

According to the undistorted choice objective, a target should be’acquired if
and only if its shareholders (or at least shareholders holding a majority of
its shares) judge the offered acquisition prlce to be hlgher than the target s
independent value. According to the equal treatment obJectlve, the total
acquisition price in a takeover should be distributed among the target's
shareholders in proportion to their holdings. The_Articlé éxplains, on the
basis of both eff{ciency and fairness considerdtions; why these objectives are
both desirable and important. And it shows that these objectives arg capable
of providing a unified and consistent normative framework not only.for take-
overs, but for corporate acquisition in general.

Second, the Article provides a detailed account of the current prdblems -
the current distorted choice and the current inequality of treatment.“While
harious aspects of these problems have been previously discussed, the Article's
account is fuller and more systematic than that which is provided by the
existing literature. The Article's account shows that various common views
regarding the current distortions of shareholder choice rest on mishonceptions
of the distortions' nature and operation; for example, the problem of distorted‘
choice is not limited, as is frequently thought, to partial bids or to bids

which are expected to be followed by immediate takeouts, but is present in all

11/ See Statement of John R. S. Shad, Chairman of the Securities and Exchange :
Commission, Before the House. Subcommlttee on Telecommunications, Consumer
Protectlon, and Finance [Current] Fed. Sec. L. Rep. (CCH) §83,511, at 76,679
(April 4, 1984) (hereinafter cited as Statement of Shad); Securities and
Exchange Act Release No. 21079 [Current] Fed. Sec. L. Rep. (CCH) §83,637

(June 21, 1984) (hereinafter cited as SEC Release).
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bids.lg/ The Article's comprehensive and systematic account thus enables a
better understanding of the nature, operation, scope, and severity of the
13/

current problems. Furthermore, the Article's analysis of the current prob-

lems demdnstrétes the inadequacy of various remedies that have been suggested
-in the 1i£erature. ‘

Third, the Article puts forward a regulatory framework that would effec-
tively address the current problems of distorted choice and unequal treatment.
The proposed frémework has commoﬁ elements with the arrangements currently
prevailing in the U.K. The Article demonstrates that the proposed regulations
would ensure undistorted choice and equal treatment, and that they would
involve no significant'sécial costs.

As the proposed regulations will be outlined only in Part V, after the
.analysis of the current problems is cqmpleted,,it might be helpful to give the
:eadér at this stage some sense of the proposed régulations. I would like
therefore to note one imporﬁant element of thé_proposals -- enabling share-
holders to tender their shares either "approvingly" or "disapprovingly". A
bidder would be allowed‘to bu& a controlling.inferest only if its bid would

attract the required number of approving tenders. As will be seen, under the

12/ See Sections III.C., IV.A, IV.B.

13/ Among other things, I show that there are two different reasons as to why
shareholders' tender decisions do not reflect their judgment as to whether the
expected acquisition price exceeds the independent target's value; that the
possibility of gaining control with a block falling short of a majority owner-
ship also contributes to the current distortions; that, in contrast to the
received view, the current distortions are not all attributable to target
shareholders' inability to coordinate their actions; that eliminating the
current gap between the bid's price and the expected post-takeover value of
minority shares would not attain undistorted choice; and that the current
distortions inflict not only shareholders' choice between selling their company
and remaining independent but also their choice among competing bids. I
classify all the sources of the current distortions; and I delineate the
circumstances where a distorted outcome is certain and where it is only possible.

b



proposed regulatiohs shareholders would by and large tender (either.approvingly
or disapprovingly): those who view the offered acquisition price as appropri-
ate would make approving tenders; those who view the offered acquisition price
as too low, but wish to ensure receiving their prorata share of the acquisition
price in case a takeover does take place, would make disapproving tendegs.
Enabling appro%ing and &isafpraviné tenders would work, together with other
elements of the proposed regulatory framework, to-address the problems of
distorted choice and unequal treatment. |

The Article is organized as follows. Part II describes the two objec-
tives -- undistorted choice and equal treatment -~ in light of which I shall
evaluate takeover rules. While I shall suggest that the equal treatment
objective is desirable on both efficiency and fairness grounds, it is worth-
while emphasizing that its ;cceptance'is not essential to any of my reform
proposals; the case for these Proposals can be based on the undistortedvchoice
objective alone, and is simply sfrengthened if one accépts the équal treathent
objective.

Parts IIIJ— V, the major part of the Article, are an analysis showing hdw
far we currently are from éttaining the undistorted choice and edual treatment
objectives, and how these objectives might and should be attained. Pért IIi
provides a detailed and systematic account of how current takeover rules lead
to a greatly distorted choice and to a substantially unequal treatment.

Part IV discusses various remedies that have been suggested in the litératuré,
and explains why they are all incapable of adequately addressing the current
broblems. Part V outlines the regulations that I propose, demonstrates'théir
effectiveness in addressing the current problems, and compares them to the
arrangements prevailing in Britain.

Part VI}explains why the undistorted choicé and equal tredtment objec-

tives are both desirable and important. It points out that an undistorted



choice by_targeﬁ shéreholdérs is essential to an efficient operation of the
ﬁarket for corporaﬁe assets. It éuggests that the equal treatment objective
is désirable on both efficiency and fairness grounds. And it shows that
ensuring undistorted choice and equal‘treatment, through the proposed regula-
tions, would involve no significant social costs. I defer all these arguments
to Part VI because they will rely on the preceding parts' analysis of the
current problems and the prdposed remedies.

While the Article focuses on takeovers, the undistorted choice and equal
treatment objectives are proposed for corporate acquisitions in general, and
 not‘on1y for‘takeovers. Part VII therefore exténds ﬁhe Article's analysis to
~another acqusition method that is cufrently used: the accumulation of a
cbntrélling interest'through open market or privately negotiated purchases. I
propose that prospective buyers should not be allowed to acquire a controiling
interest in this way, and should be limited to pursuing a takeover or a merger.

The problems of distorted choice and unequal‘treatment are rooted in the
‘dividéd, often dispersed ownership of corporate targets. To focus on these
' impbrtant problems the Article's analysis abstracts from two other problems
that corporate acquisitions might present -- disforted choice by acquirers,
and distortions resulting from private gains to acéuirers and targets that do
not represent social gains. Part VIII discusses these problems, and explains
that their presence does not weaken the case for the Article's proposed regu-
:lations, but rather suggests that the regulations should possibly be supple-
mented with some additional meaéures.

For simplicity of exposition, the Article's analysis of takeover bids
limits itself to situations in which a target's shareholders face a single
bid. The Appendix to the Article extends the aﬁéljsis to the case where rival

bids are present. The Appendix describes the additional problems that the
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presence of competing bids introduces, and explains how the proposed regula-
tions should be adjusted to address these additional problems.

This is a long article, and some readers might look for shortcuts. Such
readers might want to consider skipping Part IV, which points out the inade-
quacy of various remedies that have been suggested in the literature,‘and
going straight to Part V, which puts forward a regulatory framework that would
work. Also, if (and only if) these readers find the uhdistorted choice and
_equal treatment objectives to be intuitively appealing, they might want to .
consider not reading Part VI, which p;ovides a &etailea explanation of the
desirability and importance of these objectives.

Finally, a note on terminology is in order. By a majority of a company's
shareholders I shall throughout mean shareholders holding a majority of the
bcompany's shares. Similarly, by X percent of a company's sharehoiders I shall

mean shareholders holding X percent of the company's shares.
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II. ATHE OBJECTIVES OF UNDISTORTED CHOICE

AND EQUAL TREATMENT

I should like to start by describing the two objectives in light of which
T shall evaluate the performance of takeover rules. Indeed, these objectives
are proposed for corporate acquisitions in general, and not only for takeovers.
The objectives, I suggest, are capable of providing a unified and consistent
normative frameﬁork for corporate acquisitions.lé/

By an acquisition of a target i mean purchasing all of its shares (or,
equivalently, all of its assets) or at least a controlling interest in it. 1
shall throughoﬁt the Article limit myself to acquisitions of targets which
prior to the acquisition were nof controlled by a single shareholder (or a
group of shareholders acting in concert). Acquisitions of targets which did
have a controlling shareholdér pose a épecial set of problems, and require a

separate analysis.lé/(

A. Undistorted Choice

1. Corporate Acquisitions in General

According to the undistorted choice objective, a company should be acquired
if and only if a majority of its shareholders view the offered acquisition |

price as higher than the value of the independent target and than other avail-

14/ The SEC's Advisory Committee and the SEC have recently emphasized the
need for a consistent treatment of all acquisition methods. See Advisory
Committee Report, supra note 10, at 9, Recommendation 10; Statement of Shad,
~supra note 11, at 86,678.

15/ The rules that should govern such acquisitions have been extensively
debated for some time. See, e.g., Andrews, The Stockholder's Right to Equal
Opportunity in the Sale of Shares, 78 Harv. L. Rev. 505 (1976); Javaras, Equal
-Opportunity in the Sale of Controlling Shares: A Reply to Professor Andrews,
32, U. Chi. L. Rev. (1956).
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able offers. By the value of the independent target I mean the value that the
target will have if it is not acquired but rather remains independent, at
least temporarily. This value of the independent target, I wish to emphasize,
includes the value of the prospect of receiving higher acquisition offers in
the future.

While the desirability of the undistorted choice objective will be dis-
cussed in detail in Part VI, I wish to make at this stage some brief remarks
. concerning this issue. The rétionale behind the objective is one of effi-
ciency. Efficiency requires that corporate assets (as well as other social
resources) be»alloéated to their most productive uses. Some cqrpdréte acqﬁi-
sitions would produce efficiency gains from, say, improved management or
"synergy'; other corporate acquisitions, however, might involve no‘efficiency
gains or even produce efficiency losses. From the perspective of efficiency,
it is desirable that a target will be acquired if and only if the acquisition
would be value-increasing -- that is, wouldAproduce efficiency gains. The
question, though, is how to ensure thatbthis will happen.

To examine this question, let us consider for a moment how the'alloCatibn
of a solevownef’s assets is determined. The law generally makes the sale of é
sole owner's assets conditional on the sole owner's consent. Conséquently,

“such a sale will take placé if and only if the owner views the offered acqui-
sition price as higher than the value to himself of retaining his assets for
the time being (value that includes the prospect of receiving higher offers in
the future).

It is widely thought that enabliﬁg sole owners to reject acquisition
offers serves efficiency. When a sole owner rejects an offer to purchase his :
assets, then he likely places a higher value on these assets than does the_.
potential buyer, and efficiency will be likely ;erved 5y haﬁing the owner

retain his assets. To be sure, the owner might overestimate the value to
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himself of refaining his assets'--'he might be overly optimistic about the
assets' productivify at his hands or about the chances of receiving higher
offers in the future. But the fact that sole ownefs make mistakes (in both
directions) does not imply that it would be efficient to deprive them of the
| power to reject acquisition offers. While solevowners make mistakes, the
questioh that they ask themselves is the one which is relevant from the point
of view of efficiency: is the offered acquisition price (which reflects the
value that the ﬁrospective buyer places on the target's assets) higher or
" lower than the value to themselves of retaining the assets? And the answer
that sole owners give to this question determine§ their actions.

Let us now return from the sole owner context to that of the public
ébrporation. What the{undistorted choice objective suggests is that we should
enable a target's dispersed shareholders to act as a sole owner would be
- likely to act. When the shareholders view the offered acquisition price as
lower than the independent target's value -- and let us assume for a moment
that they are.unanimous in this judgment -- then the acquisition offer should
be rejected: efficiency would be likely served by having the‘target remain
independent. Of course, like a sole owner, the target's owners might be
mistaken in tﬁeir judgment of their value—maximizing course éf action; they
might overestimate the future profitability of the target's assets or the
chances of receiving a higher offer in the future. But, again, the fact that
the target's owners might make mistakes (in both directions) does not imply
that it is deéirable to deprive them of the ability to reject offers whose
rejection they view as value-maximizing. ' |

Now, while a sole owﬁer obvioﬁsly has only one view, the shareholders of
a target might well differ‘in their assessment of the offered acquisition
-price and of the target's independent‘value. It would therefore be unrealistic,

indeed paralyzing, to require a unanimous shareholder agreement about the
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value-maximizing course of action. Hence, it is‘necesséry to specify some
fraction of the target's shareholders who must view accepting the offer as
value-maximizing if the offer is to be accepted.

What the undistorted choice objective suggests is that we should follow
the judgment of the majority of the shareholders, on the grounds that the
majority is more likely to be right than the minority. Part VI will discuss
some objections to, and possible modifications of, this defiﬁition of the
decisive.ffaction. But I wish to emphasize that oné Qho would define the
decisive fraction differentiy would still find the Article's analysis wholly
relevant. ‘For the analysis will focus on ensuring that shareholders; tender .
decisions reflect their judgment as to Qhethef the offered acquisitibn price
exceeds the target's independent Value; and this would stillrbe a necessary
and major step even if one has a somewhat different definition of the decisive
fraction of the target's shareholders. Thus, for example, the regulatory
framework to be proposed could be easily adjusted to one ensuring that a
company will be acquired if and only if a supermajority (father than a simple
majority) views the acquisition as value-maximizing.

Now, there might be some who would agree that the undistorted choice

objective is theoretically desirable, but would question its impoftance. ‘Théy
would accept that if a target's shareholders view rejecting a bid as value-
maximizing then the bid should failj; but they would doubt whether there are
actual instances where a target's shareholders have such a view. In particular,
they would point out that bidders usually offer considerable preﬁiums over the
target's pre-bid market price, and they would wonder why would rejecting a
premium bid ever be the shareholders’ value-maximizing course of aétion. As
Part VI will explain, however, there are good theoretical and empirical reasons
for believing that rejecting a bid might be value-maximizing in a signifitant.

number of cases. In particular, when the shareholders make their tender
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decisioné, their valuation of the target might substantially differ from the
one implicit in the target's pre-bid market price. The takeover process often
releases a lot of new information; indeed, the very fact that 2 bid was made
might lead shareholders to revise their estimates of the target's value.
Below I shall refer to an acquisition offer as having "majority support"
if the offer is judged by a majority of the shareholders to be higher than
other available offers and than the target's independent valug. Using this
term, the uﬁdistorted;choicelobjective that I have proposed might be usefully
divided into th parts: first, majority sﬁpport should be a necéssary condi-
tion for an acquisition attempt to be successful; second, majority support
should also be a sufficient condition for the success of such an acquisition

attempt.

2. Merger

Let us now consider, in light of the suggested general objective, the
traditional acquiéitioﬁ method -- that of a meréer. By merger I shall refer
throughout to all forms of acquisition, including consolidation and sale of
substantially all assets, that require an approval by the target’s board and
by a shareholder Voté. Merger law ensures that a target will not be acduired
through a merger if the acquisition does not enjoy shareholder majority support.
For a merger requires a vote of approval by the target's shareholders.lé/ And

shareholders presumably will not vote in favor of a merger proposal unless

16/ Most states require an approval by a simple majority. See, e.g., Del.
Code Ann., General Corporation Law §251(c). But some states require an ap- T
proval by a supermajority. See, e.g., New York, CLS Bus. Corp. Law §903(a)(1).
According to the proposed general objective, the decisive majority for approv-
ing a merger should be the simple one.
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they judge the offered acquisition price to be higher than the independeht
target's value.ll/

The problem with the merger method, however, is that it cannot ensure
that an acquisition offer that has majority support will be indeed accepted.
This problem owes its existence to the possible divergence of interests between
shareholders and managers.lg/ If managers were completely loyal agents of
shareholders, they would bring to a shareholder vote all merger offers that
have a meaningful chance of gaining shareholder approval. In a world of
perfectly loyal managers, we could make merger the only available method of
corporate acquisition, and we would have no reason to create alfernative
methods of acquisition; for in such a world we could rely on the merger method
to accomplish the’objective of shareholder sﬁpport being both necessary and
sufficient for the acceptance of an acquisition offer.

Managers, however, are not perfectly loyal agents. They might bé cbncerned
not only with the shareholders' interests but alse witﬂ their own, private
interests. Consequently, management might refrain from bringing to a share-

holder vote a given merger propcsal that would receive shareholder approval.

For management might prefer to stay independent; or it might prefer an acqui-

17/ There is, of course, the question whether shareholders have sufficient
incentives to participate in a merger vote. But supposing that a given share-
holder votes, his vote will reflect his judgment as to how the offered acqui-
sition price compares with the independent target's value. The shareholder’s
vote will matter only in case it proves to be a pivotal vote; otherwise, the-
vote will not affect the shareholder's position. Consequently, the shareholder
will vote in favor of the merger proposal if and only if he prefers the merger
to take place. And since the total acquisition price in a merger is expected
to be distributed prorata, the shareholder will prefer a merger to occur if
and only if he views the offered acqu131t10n prlce as higher than the indepen-
dent target's value.

18/ See Easterbrook & Flschel, supra note 1, at 1199-1201; Gilson, supra note
1, at 848-852.
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sition by some other potential buyer which offers a better deal for management
but worse terms for the shareholders. Thus,’because management controls the
ﬁerger agenda, shareholder support might be inshfficient to ensure that the
target will be acquired through a merger. It is for this reason that it is

desirable to have another acquisition method, that of a takeover.

3. Takeovers

Tﬁrning now to takeovers, the objective for this acquisition method
directly follows from the general objective that I suggested for corporate'
acquisitions. First, since we seek to ensure that shareholder majority sdp-
port be sufficient for an acquisition to take place, and since such support
might be insufficient for a merger, then it must be sufficient for a takeover.
Second, since we seek to make majority support a necessary conditioq for an
acquisition to take place, then it should be in particular a necessary condi-
tion for a takeover. In sum, a bidder should succeed in taking over a target
if and only if a majority of the target'é shareholders view the offered acqui-
sition price as higher than any other available offer and than the target's
indepeqdentAvalue (including the prospect of receiving higher offers in the
future).

Consider first the aim of ensuring that majority support be sufficient
for a takeover bid t6 succeed. If the target's shareholders are left free to
accept the bid, then the presence of shareholder majority support will gener-
ally ensure that the bidder will receive enough -tendered shares to acquire a

19/

‘controlling majority. A bid that would attract a majority of shares,

19/ As will be seen, the current distortions operate systematically in favor
of bidders. Consequently, the presence of a shareholder majority support is
generally sufficient but not necessary for a bid to succeed. See Part 111,
Section C. o
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however, might be currently impeded by incumbent management's use of obstruct;
ing defensive tactics (such és litigation or creation of antitrust obstacles).
A self-servinglmanagement‘might currently employ such tactics to avoid an
acquisition altogether or to enable an acquisition by management's favorite
acquisition partner. It is for this reason that I support a ban on 6bstruct-

20/

ing defensive tactics:=— such a bén is essential for the goal of ensuring
that shareholder support be sufficient for an acquiéition, a goal which is an
integral part of the undistorted choice objective.

Corsider now the aim of ensuring that majority suﬁport be a necessary
condition for a takeover. This element of the proposed gener;l objective_will
be the one on which the Article's analysis will focus. As the anaiysis will
demonstrate, at present a bidder might well succeed invgaining control over a
target even if its offer does not enjoy majority support. My efforts will be
aimed at outlining a set of rules under which a bidder would succeed in taking
over a target if and only if the bidder's acquisition offer enjoys majority
support.

Having gone from the objective concerning acquisition attempts in general
to the particular objective concerning takeover bids, let‘us now make a full
circle. The legal rules that the Article will but forward, together with the
ban on obstructive tactics which I endorse and with the currentArules of
merger law, would enable us to attain the suggested general objective con-
cerning corporate acquisitions. Thevban,on obstructive tactics would ensure
that an acquisition offer which enjoys majority support would be accepted
whether incumbent management is loyal or self-serving. The regulatory frame-

work that I shall put forward, together with the present requirement that a

20/ 1 have previously expressed this view in Bebchuk, supra note 7, at-
1054-56; Bebchuk, The Case for Facilitating Competing Tenders Offers: A
- reply and Extension, 35 Stan. L. Rev. 23, 47-48 (1982).
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merger be approved by a shareholder vote, would ensure that a company would
not be acquired, whéther through a takeover or a merger, unless the acquisi-
- tion offer enjoys majority support. Thus, the regulatory framework to be

- outlined would be an integral part of a suggested géneral policy -- a policy

of ensuring undistorted choice by target shareholders.

B. Equal Treatment

The second proposed objeétive applies only to those instances where
acquisition attempts do succeed. It concerns the distribution of the total
acqﬁisition price among the target's shareholders in such instances. The
generél objective that I propose with respect to the distribufion issue is
that of "equal treatment." According to this objective, the acquisition price
should be divided among thé target's shareholders in proportion to their
~ holdings, or at least as close to a proportionate division as practically
A.possible.

When an independent target is acquired through a merger, the acquisition
price is generally divided among the target's shareholders in propértion to
their holdings.gl/ The process that determines whether a merger proposal will
be aécepted has no‘beariﬁg on how the acquisition price will be distributed if
-the proposal is accepted.A Once a merger proposal is approved by a shareholder
vote and the mergér goes through, each shareholder will receive his prorata

share of the total acquisition price, whether he voted against the merger

proposal, in favor of it, or did not vote at all.

21/ Note that the Article's analysis is limited to acquisitions of companies

-which prior to the acquisition did not have a controlling shareholder. 1In
current parent-subsidiary mergers, the merged subsidiary's shareholders are

~ often treated unequally (with the parent benefitting at the outsiders’ expense) .

The question of whether such equal treatment should be allowed is beyond the

scope of this Article.
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In contrast, when anvindependgnt target is currently acquired through a
takeover, the target's shareholders might well be subject to an unequal'treat-
ment. As the analysis will show, the process that currently determines whether
a takeover bid will succeed has a substantial bearing on the distribution of
the acquisitibn price in case the bid is successful. And the resulting dis-
tribution might be quite disproportionate. The regulations thﬁt I shall put-
forward to ensure an undistorted shareholder choice, however, would also
eﬁsure a proportionate division.

Part VI will explain why equal treatment is a desirable objective not
only for mergers but also for takeovers. One reason for this is that equal
treatment is instrumental to attaining undistortgd choice. For, as the ana]ysis‘
will show, the expected unequal treatment of non-tendering shareholders plays
an important role in the current distortions of'shareholder qhoice. Ensuring
undistorted choice will be seen to require a more or less proportionate dis—.
tribution; and it is thus no coincidence that the regulations whiﬁh I shall
put forward to ensure an undistorted.choice would also secure an equal treatment
of target shareholders.

As Part VI will suggest, however, equal treatment is desirable not only
for its instrumental value but also as an independent objective, an end in
itself. The argument that I shall make for the independent value of equal
treatment will be based on what I view as'widely‘held notions of’fairness.

These notions of fairness suggest some presumption in favor of a prorata
division. The presumption is that, absent some reason to the contrary, it is
fair that two shareholders who hold the same number of shares in a target @ill.
receive the same fraction of the acquisitioh price.

To be sure, th¢ presumption is a weak one and can be refuted if we iden-
tify some appropriate reason for departing from prorata division in the takeover

context. Professor Easterbrook and Fischel, for example, have recently ex-
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"~ pressed a concern that equal treaﬁment in the considered context would involve
 substantial efficiency losses.gg/ Part VI will therefore examine whether

there is in the takeofer context some reason, rooted in efficiency or other-
wise, for deviating from equal treatment. I shall conclude that in the take-
o&er context neither efficiency considerations, nor entitlement or desert
notions, nor overall distributive goals, appear to lend any support for depart-
ing from equal treatment. TIn particular, efficiency considerations will be
seen to strengthen the case for equal treatment, rather than undermine it.

As 1 noted, the undistorted choice objective will be the one on which the
analysis will focus. In saying this I do not wish to imply that the equal
treatment objective is unimportant --it is in ﬁy view a very important objec-
tive. Rather, I.have chosen to focus on the undistorted choice objective for
the following two reasons. Fifst, the analysis of the current choice distor-
 tions, and of the regulations necessary to address them, is'simply more com-
piicated and feéuires more space than the corresponding analysis of the cur-
rent deviations from equal treatment. Second, while I beliéve that most
readers will accept the equal treatment objective, it is likely that some will
not. It will be therefore important to demonstrate that the proposed reforms
can be all grounded in the efficiency-based undistorted choice objective
alone; thé equal treatment objective only strengthens (and in my view consid-

erably so) the case for these proposals.

22/ See Easterbrook & Fischel, Corporate Control Transactions, 91 Yale L. J.

737 (1982).



III. THE CURRENT PROBLEMS

This Part describes the current problems which the Article seeks to
address. 'Section A and B analyze two preliminary issﬁes: the_value that
minority sharés are expected to have in case of a takeover, and the factors
that shape the total acquisition price in such a case. Then, Sectioﬁ C and D
examine the current problems of distorted cﬂoice and unequél treatment respec-
tively.

For simplicity of exposition, I shall assume in this Part, and in Parts IV"
and V, that the shareholders of any takeover target face a single takeover
bid, rather than competing bids. While this is indeed the most common situa-
tion,gé/ the éssumption does not gemerally hold, as bidding contests over targets
do take place. I shall employ this assumption, however, in order to focus on
target shareholders' choice betweenvselling their company and remaining inde-
pendent in isolation from thé choice that they might face between rival bids.
The Appendix will consider the case of competing bids, aqd will analyze the

additional problems that the presence of such bids might introduce.

A. The Post-Takeover Value of Minority Shares

I should like to start by examining‘how the expected post-takeover value
of minority shares generally compares with the takeover bid's price; the
difference between these two values will Be seen to play an important role in
the analysis to follow. By minority shares I mean shares of a taken over
target that are not held by the acquirer. By the post-takeover value of

minority shares I mean the value that they have immediately following the

23/ See, e.g., Bradley, supra.note 8; Dodd & Ruback, Tender Offers and
Stockholder Returns, 5 J. Fin. Econ. (1977).
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successful bid's expiration, or, more precisely, at the date when shares
purchased through the bid are paid for. And by the bid's price I mean the
 .va1ue of the consideration, whether in cash or in securities, that is paid for
each share purchased through the bid.

The expected post-takeover value of minority shares obviously depends on
the course of action that the bidder is expectea to follo& upon gaining control.
Given current state corporate law, an acquirer is usually able to effect a
takeout merger between itself and the target -- a merger which will eliminate
the target's independent existence, and in which minority shareholders will bev
“frozen out'" and receive instead of their shares either cash or securities of
the bidder.gﬁ/ Thus, a successful bidder might proceed upon gaining control
in one of two ways. First, the bidder might promptly move to effect a takeout.

 Alternatively, the bidder might elect not to effect an immediate takeout but

24/ To be sure, a merger between the target and the acquirer requires a vote
of approval by the target's shareholders. The acquirer, however, can vote its
controlling interest in favor of the merger proposal. This is usually suffi-
cient, as most states require only a simple majority to approve a merger
proposal, and the acquirer's controlling interest is usually a majority interest.
Even if the acquirer's controlling block falls somewhat short of a majority
‘interest, the acquirer will often be able to pass the merger resolution. See
Brudney & Chirelstein, supra note 7.

Once shareholder approval had been obtained and the other technical
requirements for a merger had been complied with, courts commonly refused to
grant minority shareholders an injunction against the consummation of a takeout
merger. See Havender, Stauffer v. Standard Brands 41 Del. Ch., 7, 187 A. 2d
78 (Del.1962); David J. Green & Co. v. Schenley Indus. 281 A. 2d 30 (Del. Ch.
1971). In Singer v. Magnavox, 380 A. 2d 979 (Del. 1977), the Delaware Supreme
Court opened the door a bit, and enabled an injunction against a takeout
merger in case the acquirer can show no business purpose for the merger. But
in Weinberger v. VOP, Inc. 457 A. 2d 702 (Del. 1983) the Delaware Supreme
Court reversed itself, and practically eliminated the availability of injunc-
tive relief. The Court more or less limited minority shareholders to the
appraisal remedy which I shall presently discuss. See Berger & Allingham, A
New Light on Cash-Out Mergers: Weinberger Eclipses Singer, 39 Bus. Law.

1 (1983). ¢
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rather maintain the target, at least for the time being, as a partly—oWned

subsidiary.

1. Immediate Takeout

Suppose first that updn gaining contrsl the bidder is expected to proceed
with an immediate takeout. By an immediate takeout I shall mean é takeout
that takes place'withiﬁ a few months after the takeover. Takeovers are fre;_
quently followed by immediate takeouts; and recently takeover bids hav¢ been
often accompanied by the bidder's announcement of its plans for an immediate
tékeout.gé/ Takeovers accompanied by an immediate takeout are referred to in
takeover jargon as "two-step" acquisitiouns.

When shareholders expect an immediate takeout, I suggesﬁ, they will
attach to minority shareholders am expected postftakéover value lower than the.
bid's price. For one thing, current takeout law makes it possible for the
bidder to pay frozen out minority shareholders a consideration with a ﬂominél
value lower than the bid's price. |

In detefmining the takeout consideration, an acquirer is constrained only
by the appraisal rights of the minority shareholders.gé/ Appraisal stétuﬁes
are not designed to give a target's shareholders any share of the gains from
the target's acquisition -- such statutes generally exclude from the required

compensation any element of value arising from the expectation or accomplish-

25/ See, e.g., N. Y. Times, Dec. 2, 1981, at D4, cols. 1-3 (Notice of U.S. -
Steel's bid for Marathon 0il).

26/ 1Indeed, some legislatures have even permitted elimination of appraisal °
rights in cases where the target's stock has an active market. See, e.g., -
Del. Code Ann. titl. 8, §262 (k)(1975); Pa. Stat. Amn. titl. 15, §1515L (Purdon
1982); Model Bus. Corp. Act 88 (I971). See alsoc Note, A Reconsideration of

the Stock Market Exception to the Dissenting Shareholder's Right of Appraisal,
74 Mich.L. Rev. 1023 (1976).
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27/

ment of a merger.=—' And in assessing the target's pre-acquisition value, the
‘appraisal process draws substantially on past stock market prices and earnings.gé/
Consequently, while the appraisal right might énsure that frozen out share-
holders will not receive a consideration lower than the target's pre-bid

price, it is highly unlikely to protect them against compensation lower than

29/

the price of a premium takeover bid.=~' Indeed, recent takeovers have been
frequently followed by immediate takeouts in which minority shareholders

received securities with a value substantially lower than the bid's price.ég/

gZ/v See, e.g., Del, Cod Ann. titl. 8, 9262(f) (Supp.1980); ABA-ALl Model Bus.
Corp. Act 81 (1969). An exception is the recently reformed New York appraisal
statute. See N. Y. Bus. Corp. Law §623(a)(c) (McKinney 1982).

28/ Courts have usually given weight to stock market prices, to the target's
current and past earnings, and to the sale value of the target's assets. See,
e.g., Note, Valuation of Dissenter Stock Under Appraisal Statutes, 45 Har. L.
Rev. (1966); Chasen, Fairness from a Financial Point of View in Acquisitions
of Public Companies: Is "Third-Party Sale Value" the Appropriate Standard?,
36 Bus. Law. 1439 (1981). In the recent case of Weinberger v. VOP, Inc.

457 A. 2d 701 (Del. 1983), however, the Delaware Supreme Court showed willing-
ness to use a more flexible approach to valuation. See Berger & Allingham,
supra note 24, at 16-19. '

29/ 1t is also worthwhile pointing out the considerable procedural and tech-
nical difficulties that are involved in a shareholder's invoking his appraisal
rights. In Delaware, for example, a shareholder seeking appraisal rights must
(i) file a written objection to the merger prior to the shareholder meeting
that approves the merger, (ii) vote against the merger in this meeting, (iii)
after the meeting promptly give written notice to the corporation of his '
.intention to pursue his appraisal remedy, and (iv) surrender his shares to the
corporation. See Del. Code Ann. titl. 8 §262(j) (1982). These problems are
one of the reasons why appraisal has been called "a remedy of desperation."
Eisenberg, The Legal Roles of Shareholders and Management in Modern Corporate
Decision Making, 57 Calif. L. Rev. 1, 85 (I969).

30/ For example, U. S. Steel acquired 51% of Marathon 0il's shares for a
takeover price of $125 in cash, and then effected an immediate takeout (the
terms of which were announced in advance, at the time the bid was made). In .
the second-step takeout, minority shareholders received debt securities of U. S.
‘Steel that were estimated at the time of the bid at $86 (and had an even lower

value when they were actually paid). See Wall St. J., Feb. 3, 1982, at 2,
col. 3.
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And all challenges to such pricing structures have been rejected by the
courts;él/

Moreover, even supposing that it is expected that the bidder will elect
to pay a takéout consideration with a nominal value equallto the bid's price
(as has been the case in some friendly takeovers), ihe'eXpected posﬁ—takeqver
value of minofity ;hares will still be lower than fhe bid's price. For take-
outs usually take place at least two months, and often.considérably more than
that, after the takeover. Due to the technical requirementslinvolved in
consummating a takeout, at least two months will be usﬁally necessary even if

32/

the bidder tries to speed this consummation;~~' and speeding the takeout's -
consummation is not always in the bidder's interest. Hence, the posﬁ-takeovér

value of minority shares will be equal to the expected takeout consideration

minus an appropriate time discount.

2. No Immediate Takeout

Suppose now that upon gaining control the bidder is expected no£ ﬁo
effect an immediate takeout, but rather maintain the target for the time being
as a partly-owned subsidiary. Again, I suggest, shareholders will likely
attach to minority shares a post-takeover value lower than the bid's price.

For one thing; the minority shares' post-takeover value will certainly be’

lower than the bid's price in the bidder's eyes. If an acquirer does not

31/ See, e.g., Radol v. Thomas, 534 F. Supp. 1302 (S.D. Ohio 1982).

32/ The consummation of a takeout merger requires substantial time because a
vote of shareholder approval is needed. It is necessary to prepare bulky
proxy statements, to file them with the SEC, to wait for and respond to the
comments of the SEC's staff, and then to solicit the shareholders' votes. In
most cases, materials cannot be mailed to stockholders until one month after
filing with the SEC, and another month is usually required for the solici-
tation of votes. See Freund & Greene, supra note 2, at 1499-500. '
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effect an immédiate takeout, then the acquirer must attach to minority shares
a value lower than that of the consideration that would be required in such a
takeout. ' The value of this required consideration, as I just pointed out, is
in turn significantly lower than the bid's price. And note that the acquirer's
valuation of minority shares cannot be significantly lower than the market's
‘valuation; this must be the case since one thing that the acqﬁirer could do
with minority shares purchased in a takeout is sell them later on to public
investors for a price equal to the value that these investors attach to such
minority shares.gg/

If minority shareholders could expect to receive their prorata share of
the target's future stream of earnings, the value of their shares would be
equal to that of shares in the bidder's controlling block. Why, then, do the
acquirer and the market attach to minority shares a value lower than the bid's
price? Thé primary reason is that the bidder's control over the target might
.enable the bidder to deny minority shareholdersltheir prorata share of the
target's future earnings, and to leave them withzeven less than thé considera-
tion whiéh the bidder would have to pay them in an immediate takeout.

One way in which the acquirer might be able to take advantage of minority

shareholders is by using its power to run the target's business in order to

33/ Supposé that the value of minority shares to public investors (assuming
that they will be able to retain them at least for some given period of time)
is $X per share. And suppose that the acquirer effects a takeout, and then
offers the purchased shares to public investors, committing itself not to make
another takeout within the given period of time. The acquirer will be able to
charge public investors $X per share, thus netting $(X-t) per share where $t
is the per share transaction costs involved in a public offering. Since such
- transaction costs are usually small relative to the price of the offered
shares, it follows that the acquirer's valuation of minority shares (which is

at least $(X-t) per share) cannot be significantly lower than the market's
valuation of $X per share.
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divert to itself part of the tafget’s,potential profits.éﬂ/

For example, the
acquirer might engage in self-dealing, transacting with the target on termsl‘
that favqr the acquirer;gé/ or the acquirer might allocate to itselfvbusiness'
opportunitieslwhich belong wholly or partly to the target.éé/ While such
diversions of earnings might be unlawful, they are often quite possible due to':
the obvious problems involved in detecting and challenging them. The potential -
for such diversions is especialiy ponsiderable When the acquiref and the
target have similar or complementary lines of business, and this is frequentiy
the case when either the acquirer ér the target are conglomerates.

| The other way in which the acquirer might be able to téke édvantage of-
minority shareholders is by effécting a takeout later on (a "distantvtakeout”);
An acquirer which does not effect an immediate takeout presumably makes this
decision keeping in mind, if not reiying on, the possibiliﬁy of a distant
takeout. Postponing a takecut might benefit the acquirer in two ways. First;
the acquirer might expect that by waiting it might benefit from inéide infor-
mation that will improve its ability to determine whether a takeout will prove
profitable. This consideration might be especially important when there is a
substantial uncertainty about the target's prospects. The acquirep might,v.
expect that in time it will get enough inside information to enable it to héve
an estimate of the target's prospects that is substantially better than the

market's estimate. If the inside information suggests that the target's

prospects are rosy, the acquirer will effect a takeout before the information

34/ See, e.g., Brudney, Efficient Markets and Fair Values in Parent Subsid-
jary Mergers, J. Corp. L. 63 (1978).

35/ 8ee, e.g., Schlick v. Penn-Dixie Cement Corp. 507 F. 2d 374 (2d Cir.
1974); Sinclair 0il Corp. v. Levien, 280 A. 24 717 (Del. 1971).

36/ See, e.g., Swanson v. American Consumer Indus. Inc., 415 F. 2d 1326 (7th
Cir. 1969). :
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becomes reflected in the market price;éz/ and if the inside information is
unfavorable, the acquirer will let minority shareholders retain their shares.
In this way, the acquirer will fully expose minority shareholders to the down
side of the target's uncertain prospects, but deny these shareholders the
‘ﬁpward side.

Second, poétponing the takeout might enable the acquirer to influence the
size of the takeout copsideration that minority shareholders' appraisal rights
will require. As the Delaware Supreme Court notea, the timing of a takeout
 might be controlled by the acquirer "to favor the majority only, based upon

38/

the status of the market and the elements of an appraisal;" for example, as
. _earnings and market price are common elements of appraisal, the acquirer might
choose_a time in which earnings are abnormally low, or in which market price

is substantially lower than what the acquirer's inside information suggests.ég/
Furthermore, not only will the acquirer choose a time in which the appraisal's
- elements would be low in any event, but the acquirer might also further lower
these elements at and before the time of the takeout; for example, the acquirer
might depress the target's earnings in the period prior to the takeout, or it

might depress the target's market price in that period by using its control

over the target's dividend policy and over the release of information about

37/ While the law will require the acquirer to disclose all material informa-
tion when proposing the takeout merger, this requirement can hardly preclude
.the concealment of such information, due to the ambiguity of the concept

"material" 1nformat10n and to the d1ff1culty involved in identifying the kind
of knowledge concerning the future which must be disclosed and which management
- actually knows. See Brudney, supra note 34, at 71.

38/ Roland International Corp. v. Najjar 407 A. 2d 1032, 1037‘(De1. 1979).

39/ See, e.g., Weinberger v. VOP, Inc. 457 A. 3d 701 (Del. 1983); Berkowitz
v. Power/Mate Corp., 135 N.J. Super 36, 342 A. 24 566 (App. Div. 1975).
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the target.ég/

Finally, it is worth noting that the shadow of a future take-
out might depress the minorit& shares’' market price, on which the appraisal
formula is often based; even supposing that the informational efficiency of
éapital markets is perfect, the threat of the takeout possibility might lgad
the market to price minority shares at a considerable discount from the market's
estimate of thevshares' prorata fraction’of the target's future earnings.él/
In sum, following a takeout an acquirer that seeks to take advantage of
minority shareholders has available to it other means than effecting an imme-
diate tékeout. The recent SEC Advisory Committee on Tender Offers observed
that as a matter of fact the post-takeover.value of minority shares is higher
in those instances where an immediate takeout takes place than in those where

42/

it does not;—' and a subsequent study by the SEC's Chief Economist confirmed

43/

this observation.—' The preceding analysis explains this empirical observa-
tion: those instances where an immediate takeout does not currently take

place are exactly the instances where the acquirer expects to succeed, through

diverting earnings or a distant takeout or both, to leave minority share-

46/ See, e.g., Marsh v. Armada Corp. 533 F. 2d 978 (6th Cir. 1976); Mutual
Shares Corp. v. Genesco, Inc., 384 F. 24 540 (24 Cir. 1967); Gerstle v.
Gamble-Skogmo, Inc., 298 F. Supp. 66 (S.D.N.Y. 1969).

41/ The size of the discount depends on investors' expectations con-
cerning the acquirer's strategy. Different discounts (or even no dis-
count) are all consistent with investor rationality. Suppose, for
example, that the per share value of the target's potential future
earnings is 5100. Suppose, however, that investors believe that the
acquirer's strategy (to which the acquirer is fully committed) is to
distribute no dividends until it will be able to effect a takeout at 550

a share. Then the value that investors will (ratiomally) attach to
minority shares will be $50 a share and this will be immediately reflected
in the market price. Of course, different expectations concerning the
acquirer's strategy will lead to different discounts (or even no discount).

42/ See Advisory Committee Report, supra note 10, at 25.

43/ See SEC Release, supra note 11.
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holders with even less than the consideration that the acquirer would have to

pay them in an immediate takeout.éé/

3. Minority Shares' Value v. The Bid's Price

The preceding analysis suggests that, under the current legal rules, the
expected post-takeover value of minority shares is generally lower than the
bid's price. This is the case, I have shown, both when the bidder is expected
to effect an immediate takeout upon gaining control, and when the bidder is
‘expected not to do so. It follows that this is also the case when there is
uncertainty as to which one of these two possible courses of action the ac-
quirer will take.

Fihally, thg above analysis is confirmed by the ¢mpirica1 evidence. A
study by Professor Bradley indeed found that the post-takeover market price of
minority shares is significantly lower than the bid's price.éé/‘vAnd a study
by the SEC's Chief Economist (a study which was limitea to partial bids)

- confirméd this_finding.éé/

B. The Acquisition Price in a Takeover

I should now like to clarify and discuss the concepts of "the (total)
acquisition price" and "the per share acquisition price" in a takeover. These

concepts appear in the definitions of both the undistorted choice objective

44/ While I accept the Advisory Committee's and the Chief Economist's empiri-

cal observation, I do not agree, see Section III.B, with their inference that
prohibiting takeouts at less than the bid's price would hurt minority shareholders.
45/ See Brédley, supra note 8.

46/ See SEC Release, supra note 11.
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and the unequal treatment objective. Undistorted choice réquires, I said,

that a target be taken over if and bnly if a majority of its shareholders view
the offered total acquisition price (which reflects the value that thevbidder
attaches to the target's assets) as‘higher than the target's independent

value. And a shareholder is unequally treated, I said, when he is denied his

prorata share of the total acquisition price.

1. The Presence of Unacquired Shares

In a merger, the total acquisition price is obviously equal to the con-
sideration paid for each of the target's shéres multiplied by the number of
the target's shares. Defining the acquisition price in a merger is‘simple
because in a merger the acquirer purchases all of the target's shares. Defin-
ing the fotal or per sharevacquisition price in a takeover is more pféblematic,
however, due to the general presence éf unacéuired shares. To bé sﬁre, é suc-
cessful takeover bid involves (by definition) the acquisition of a controlling
interest in the target. But the bidder generally does not acquire through its
bid all of the target's shares, but rather less than that, and often consider-
ably less.

There are two reasons for the general presence of unacquired‘shares in
takeovers. The first reason is that some target sharehoclders do not tender
their shares; evén successful bids do not generally attract all of the target's
shares. 1 shal; explain later in this Part why, in spite of the expected 10&
post-takeover value of minority shares, many shareholders do not tender their.

47/

shares to bidders that turn out to be successful.—' As will be explained,

non-tendering shareholders in successful bids roughly fall into three. groups:

47/ See Section D of this Part.



~3] -

first, those who did not tender because they lacked an opportunity to do so,
because they were either unaware of the bid or unable to deliver their shares
in time; second, thosé who did not tender because they viewed the independent
target's per share value as higher than the bid's price and hoped that the bid
would fail; and,  third, those who did not tender for tax reasons. For now,

let us only note that as a matter of fact there is currently a substantial and

widespread incidence of non-tendering shareholderé in successful bids: there
is commonly.a substantial fraction of the target's shareholders -- frequently
Itwenty or thirty percent, or even more than that -- who did not tender their
shares to the successful bidder.ég/

The second reason for the presence of unacquired shares is thaf in many
takeovers the acqﬁirer does not purchase all of the tendered shares. There
are two kinds of bids: 'for all shares," aﬁd "partial."” In a bid for all
shares the offeror commits itself, at least in case the bid is successful, to
. purchase all tendered shares. In contrast, in a partial bid the offeror
-commits itself in no case to purchase more than a specified fraction (say,

' 51%) of the target's shares. At present most bids are partial.ég/ When a

partial bid is oversubscribed, the acquirer may, and usually does, refuse to

accept more shares than the number sought. In such a case, the Williams Act

- 48/ This is the picture arising from data collected by Professor Bradley of
The University of Michigan Business School (personal communication between
Professor Bradley and the author).

It might be worthwhile noting that even in U.S. Steel's takeover of
Marathon 0il, where an immediate takeout at a price lower by dozens of dollars
than the bid's price was expected, only 90% of Marathon's shareholders tendered.
See Radol v. Thomas, 534 F.Supp. 1302, 1305 (S.D. Ohio 1982).

49/ See, e.g., Bradley, Desai, & Kim, "The Rationale Behind Interfirm Tender
Offers," 11 J. Fin. Econ. (I983). *
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requires that shares be taken prorata, so that each tendering shareholder will

50/

have the same fraction of his shares rejected.=—

2. Defining the Acquisition Price

a. Actual Acquisition Price

It will be helpful to discuss the concept Af a takeover's total acquisi-
tion price in the context of an example. Let us therefore comsider fhe case
" of a target with 100 shares, and an offeror that gains control by acquiring
through a takeover bid 70 shares (70% of all outstanding shares) for a bid's
pricg of $§100 a share. -Only 70 shares are purchased fdr thé bid's price
either because only 70 shares were tendered, or because the bid was~partialfb
and limited to 70 shares. tet us also suppose that the post-takeover value of
the remaining 30 minority shares is $80 a share.

It might be thought that the described takeover does not involve the
acquisition of the target as a whole. All that the takeover involves, it
might be argued, is the purchase of 70% of the target's shares for $100va
share, or a total price of $7,000. As explained below, however, this view is
mistaken. The transaction should be viewed, I éuggest, as one that is equiva-
lent to acquiring the target as a whole, and it thus makes sense to talk aboutl
the total acquisition price involved.

The acquisition of a controlling interest in a target with a previously
dispersed ownership is fundamentally different‘from.a purchase of a non-coﬁtrol—
ling block. The acquisition of a non-controlling block, say 5% of the target's
shares, usually affects only the parties to the_transaction,-- the buyer and

the selling shareholders. Shares change hands,'but the value of the whole -

50/ See 15 U.S.C. § 78 (n)(d)(6)(1976).
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enterprisé, the way in which it is run, and the position of non-selling share-
'bolders are unlikely to be affected.

In contrast, when a bidder aqquires a controlling interest in a target,
the enterprise's value, and the way in which itvis run, might well change; and

51/

the position of non-selling shareholders is clearly affected.=' The takeover
might affect the value of unacquired shares in substantial and varied ways.
The takeover might reduce the value of unacquired shares by exposing them to
the possibilities of a takeout and of the bidder's diversion of earnings, and
by ruling out the possibility of future premium bids. And the takeover might
also enhance the value of unacquired shares (vis-a-vis the pre-bid value) in
various ways.ég/ |

Thus, a minority share in the taken over target generally has a different
value -- whether higher or lower -- than does a share in the independent
target. The two are, as it were, different securities -- different assets,
representing different future streams of earnings. The takeover thus transférmé
the nature and value of unacquired shares. The takeover brings out of existence
the asset referred to as "a share in the independent target," and replaces it
with another one -- "a minority share in tﬁe-taken over target."

‘Returning to the considered example, the above discussion suggests that

the takeover should not be viewed as involving only 70 shares. Rather, I

51/ "A ‘change in control can result in what amounts to a new, or at least
vastly changed, company.'" Address on Proposed Legislation to Regulate Tender

- Offers by Manuel Cohen, SEC Chairman, before the American Society of Corporate

Secretaries, Inc. (Excerpted in V. Brudney & M. Chirelstein, Cases and
Materials on Corporate Finance (2nd ed., 1979)).

52/ When the acquirer does not effect an immediate takeout, the takeover
might enhance the value of unacquired shares by producing gains from improved
management or from "synergy," gains which minority shareholders might partly
share. And when the acquirer does effect an immediate takeout, it is possible
that the value of the takeout consideration, though lower than the bid's
price, will exceed the value of shares in the independent target.



‘suggest; the bidder should be viewed as having purchased all the 100 shares of
the independent target; and as having paid for each of 70 shares with the
bid's price of $100, and for each of 30 shares with a minority share worth
$80. And the bidder should thus be regarded as having acquired the target for
a total acquisition price of 70 x $100 + 30 x $80 = $9,400, or for a per share.
acquisition price of $94. |

This picture of what has‘happened in the cénsidered takeo&er is clearly
accurate from the perspective of the target's shareholders; As a result of
the takeover, the shareholders have lost all the 100 shares in the independent
target that théy held. Insteaé, they have ended up with the bid's considera-
tion paid for 70 shares and with 30 minority shares.

This picture is also accurate from the bidder's perspective. The value
of the minority shares -- $80 times 30 shares, or $2400 --represents the part
of the target's future stream of earnings that (given the possibilities of a
takebut and of a diversion of garnings) the minority shareholders>can expect
to capture. The acquirer, in turn, can expect to capture all of the target's
value minus these $2400. Hence, the takeover is equivalent from the bidder's
perspective to one in which it purchased all of the target's shares for a
consideration of $9,400 and then sold to the shareholders minority shares

worth $2400.

b. Expected Acquisition Price

Thus far we have been dealing with the actual acquisition price in case
— v
of a takeover. Let us now consider the acquisition price that was expected
when the offeror made its bid and the shareholders made their tender decisions.

The expected acquisition price is important because it reflects better than

the actual acquisition price does the bidder's valuation of the target; and,
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as Part VI will explain, this valuation is relevant for the efficient alloca-
tion of the target's assets.

Let us therefore consider our example from the perspective of the point
in‘time in which the offeror ﬁakes its bid. And let us suppose that at this
point in time the estimate is that, should the bid be successful, the expected
number of shares that the offeror will purchase for the bid's price is 70. It
.might be expected that only 70 shares will be tendered; or the bid might be
 ‘partia1 and limited to 70 shares. 1In either case, I suggest, the expected
acquisition price is $9,400 and the expected per share acquisition price is
$94.

No one, I think, would dispupe the above figures if the reason for the
\expected presence of unacquired shares is that the bid is partial and limited
to 70 shares. But some might dispute the above calculation if the bid is for
all shares. After all, they would argue, the offeror's bid wili obligate it
to pay $100 a share for all of the target's shares if all the shareholders
tender,‘and it is only due to non-tendering by some shareholders that the
target's shareholders might end up with a total acquisition price of less than
.$100 a share. The possibility of all of the shareholders tendering, however,
is highly theoretical;’the bidder is presumably well aware of the general
pfesence of non-tendering shareholders in successful bids. And if, as is
assumed in the considered example, the expected number of tendered shares in
case of a takeover is 70, then it follows that the expected acquisition price

which the bidder faces is $94 per share.

3. Conclusion and Comparison with the Bid's Price
To conclude, the actual acquisition price in a takeover is the sum of the

.bid's price multiplied by the number of the target's shares acquired through
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the bid, plus the post-takeover value of minority shares multiplied by the
number of such shares. Thé expected acquisition price.is similarly defined,
except that its definition uses the expected values, rather than the éctual
ones, of minority shares' post-tékeover value and of the numbers of acquired
and unacquired shares. While the actual acquisition price in a takeover might
differ from the expected acquisition price, I shall most of the time not
attempt to distinguish between the two, and shall refer to both as the acqui;
sition price.ég/

The post-takeover value of minority shares, we have seen, is lower than .
the bid's price. Consequently, since it is generally the case in tékeovers
that some of the target's shares are not acquired for the bid's priée, the per
share acquisifion price is genmerally lower than the bid's price. Thellarger
the fraction of unacquired shares, and the greater the gap between the bid's
price and the post-takeover value of minority shares, then the greater the gép
between the bid's price and the per share acquisition price.

The gap between the bid's price and the per share acquisition price is
probably greater on average in successful partial bids than.in successful_ﬁids'
for ail shares. For whenever a partial bid.is oversubscribed, which frequently
happens, the fraction of unhacquired shares is greater tham it would Be if the
bid were for all shares. But it should be emphasized that, given the generai
substantial presence of non-tendering shareholders, a significant gap does
usually exists in successful bids for all shares, even though this gap might

be smaller on average than the one present in successful partial bids.

53/ In referring to the acquisition price, I shall usually be referring to
the expected acquisition price in the context of the distorted choice issue,
and to the actual acquisition price in the context of the unequal treatment
issue. And it will be clear to the reader from the context which of the two
possible meanings I shall be referring to.
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€. The Current Distorted Choice

I now turn to‘describe how the outcome of takeover bids is currently
distorted. It is worth emphasizing that by referringvto a bid's outcome, and
to the shareholders' tender decisions leading to it, as distorted, I do not
wish to imply that theee decisions are involuntary or illegitimately forced.
Rather, the outcome, and the tender decisions leading to it} are distorted in
“the sense that they deviate from the proposed benchmark of social desirability --
the baseline suggested by the undistorted choice objective. |
As will be demonstrated below, at present a target might well be taken
over even if a majority of its shareholders view the expected acquisition
price‘as lower than the independent target's value. The main reason fpr‘this
distorted choice, and the one on which I shall focus, is that shareholders-
might well tender»their shares even if they view the expected acquisition
price as lower then the target's independent value. The second‘reason with
whlch I shall start, is that the bidder might gain effective control even if

less than a majority of the shareholders tender their shares.

1. The Problem of Effective Control
Without Majority Ownership

The main source oflthe current distortions, as I have just said, is that
shareholders' tender decisions do not reflect their judgment as to whether or
not the expected acquisition price exceeds the independent target's value.
Suppose for a moment, however, that shareholders do-tender their shares if and
only if they view the acquisition price as higher than the indepéndent target's
value. In this case, a bid's ability to attract a majority of the target's
shareslwould imply that a majority of the shareholders view the bid's acceptance

as Value-maximizing; Consequently, if the acquisition of a majority interest
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were a necessary and sufficient condition for a takeover; the undistorted
choice objective would be attained.

Now, a majority interest is generally sufficient for controlling the
target. A majority interest will genmerally enable the acquirer to elect the:
target's directors, and to effect a merger between the target and itself, even
if all other shareholders vbte, and vote against the acquirer.éé/ Thus, the
bidder will be able to take advantage of minority shareholders by effecting‘a
takeout (immediately or later on) or by diverting the target's earnings'tb
itself. ‘While'majority ownership is generally a sufficient condition for
éontrol, however, it is generally not a necessary condition. When the ownershipv
of the target is substantially divided, a bidder might well gain effective
control by purcﬁasing a substantial block, say 40%, which falls short of a
majority interest. Such a block will usually enable the bidder to control the
election of directors, and to lead to a mnger.éé/

Thus, a bidder might gain control over a target by purchasing less than a
majority interest. As I have explained, a bidder that acquires such a control-
ling interest will be able to take advantage of other shareholders, either bj
effecting a takeout at terms favorable to itself or by diverting the target'é
earnings to itseif. Consequently, the post-takeover value of dutstanding
shares will be lower than the bid's price. I shall refer throughouﬁ to such
éutstanding shares as "minority shares," even though at times (when the bidder's
controlling interest is less than a majority) it might be more accurate to
refer to them as "a powerless majority."

Thus, even supposing that shareholders tender their shares if and only if

they view the offered acquisition price as higher than the independent target's

value, the current outcome of takeover bids might still be distorted. Consider,

54/ See the discussion in supra note 24.

55/ See Brudney, supra note 34.
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for eiample, a case in which 40% of the shareholders view the offered acquisi-
tion price as highef than the independent target's value, while 60% hold the
contrary view. According to the undistorted choice objective, it is desirable
that the considered bid will fail. But if 40% of the shareholders tender, as
.'We suppose they will, the target will be taken over.

The problem of bidders' ability to gain control without attracting a‘
"majority of shares, then, is by itself sufficient to distort bids’ ouicomes.

By itself, however, this problem is one which would not be difficult to address.
This could be done by prohibiting bidders from acquiring a controlling interest
unless their bid has attracted tenders from a majority of the shareholders.
Supposing that tender decisioné reflect shareholders' judgments as to whether
theyacquisition price exceeds the independent target's value, this measure
would be sufficient to emsure undistortea choice. Therefore, let us now put
aside the problem of effective control, and focus on a more difficult problem:
the féct that shareholders' current tender decisions might well deviate from

what is suggested by the undistorted choice objective.

2. Target Shareholders' Tender Decisions

a. Shareholders' Undistorted Tender Decisions

The undistorted.choice objective suggests that shareholders should tender
their shares if and only if they view the expected acquisition price as higher
~ than the independent target's value. That is, a shareholder's tender decision
" should be determined by his judgment as to how the above two values compare.
If the.sharehelder owned all of the target's shares, he would accept an acqui-
sition offer if and only if he viewed the acquisition price as higher than the
indepeﬁaent taréét;s.value; and, a;cording to the undistprted choice objective,
the shareholder should tender if and only if he would as the target's sole

owner sell the target for the bid's expected acquisition price.
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By a shareholder's estimate of the independent target's value I mean his
estimate bf the value that the target would have if he could determine the
bid's fate and if he used this power to order that the target remain indepen-
dent (at least for the time being). Shareholders might of course differ in
their estimates of the independent target's value, as the independent target's
value depends on various imperfectly known factoré: the future profitability
of the target in a continued independent existence, and the prospects of
receiving other acquisition offers in the future. |

| For the purposé of defining a given shareholder's undistorted tender
decision, Fhe relevant estimate of the independent'target'§ value is the one
that the shareholder has when he makes his tender decision'—- that is; the
estimate that he can make on the basis of the information that he hés at that
time. Note that at that time the shareholder has less than perfect informatién
about the estimates of other shareholders, who might have information that he
-does not possess concerning the independent target's value. Consequently, the
shareholder's estimate might be different from the one that he would make
subject to an assumption that exactly X percent of the target's shareliolders
are going to temder. That is, the shareholder's estimate might be diffgrent-
from an estimate conditional on the fact that X percent of the shareholders -
will tender. The reason for this is that the shareholder might infer from the
fact that exactly X percent are going to tender some information coﬁcérning
other sharecholders' estimates of the independent target's value; and this

information might lead him to revise his own estimate.éég/

55a/ As will be seen, this issue is quite relevant for designing measures to
attain undistorted choice. In particular, it will be shown that due to this
issue a certain (seemingly promising) approach -- eliminating the gap between
the bid's price and the expected post-takeover of minority shares -- would not
attain undistorted choice. See Part IV, Subsection B.3.
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b. Shareholders* Actual Considerations

Let us now turn to examine the considerations that shape a given share-
holder's actual tender decision. As will bebseén, these considerations have
1 little to do withiwhether or not the shareholdér views the expected acquisi-
”tiog price as highef than the independent target's value.

In méking his tender decision, a ‘given shareholder will presumably realize
that the expected effect of his decision on the b1d S success is very small,
“if not negllglble This is true not only for small shareholders, but also for -
relatively large ones who hold, Say, one percent of the target's stock.

‘First, in the spectrum from a small non-controlling block to a majority block
there is no point where the purchase of an additional one percent of the.
‘target's'shares would significantly change the amount of control that the
block's owner has. Consequently, the amount of control that the bidder will
obtain in case the given shareholder tenders will not be significantly dlffer-
_ ent from the amount of control that the bidder will obtain in case the share-
”holder holds out. Second, even if there were some magic threshold of ownership
the mere crossing of which.would significantly matter (if, for example, a
majority interest weré not only sufficient but also absolutely necessary for
control), the likelihood that the shatholder’s decision will prove pivotal
would still be very small.

- Thus, in the shareholder's considerations, the possibility that his
decision will affect the bid's success will be ignored or at least dominated
” by the pbssibility thét his decision will have no effect on the bid's fate.
Consequently, the shareholder will mainly consider two possible cases: the

bidder might succeed in gaining control, or the bidder might fail to do so.éé/

56/ There are obviously intermediate cases, where the bidder gains partial
control. The conclusions of the analysis below would not be significantly
~affected if such cases were to be incorporated.



And for each of these twovpossible cases, the shareholder will examine whether
he will be better off tendering or holding out.

Consider first the case in which the bid succeeds and a takeover takes
place. In this case, if the shareholder holds out, all of his shares will
become minority shares with a post-takeover value lower than the bid's price.

On the other hand, if the shareholder tenders, he will have all of his shares =--
or, in case of a partial and oversubscribed bid, a major fraction of them --
acquired for the bid's price. In comparison to -holding éut, then, tendering

will produce a gain for each tendered share that the bidder will acquiré.

Thus, in case the bid is going to succeed, the shareholder will be better off

tendering no matter how high his estimate of the indépendent targét's vélue.él/
Consider now.the case in which the bidder fails to gain conﬁrplvand>the
target remains independent. 4Now, as bidders usually retain the option ﬁotlto
purchase tendered shares in case they fail to gain control, a failing bidder
might proceed in two ways: it might return tendered shares to the tenderors,
or it might elect to purchase these shares and thus obtain a possibly substan-

tial (though non-controlling) block of the target's shares.ég/ I1f the failing

57/ As will be explained, some shareholders might prefer retaining minority
shares in the taken over target to selling their shares for the bid's price.
They might have such a preference due to their special tax circumstances:
retaining minority shares -- and accepting a lower pre-tax wealth -- will
reduce their tax liability. ©See Section D of this Part. In examining the
actual tender considerations of a representative shareholder, I assume that
the shareholder does not have such special tax circumstances.

58/ The reason as to why the failing bidder might wish to acquire a non-control-
ling block is that it might entertain the possibility of making another bid in
the future, or that it might view the target's stock as a good investment
(possibly due to the prospect of a future offer by another bidder). The
failing bidder might choose to purchase tendered shares even if the bid's
price exceeds the market price of the independent target's shares following .
the bid's failure; for an attempt to purchase a substantial block in the
market might drive the market price above the bid's price. '

The reason as to why the bidder might elect to return tendered shares is .
that it has decided to "give up" the idea of taking over the target and that

it does not wish to invest its (possibly quite limited) funds in a non-control-
ling block.
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Bidder returns tendered shares, the shareholder's decision will make no dif-
ference: whether he tenders or holds out, he‘will end up with shares in the
independent target. If the failing bidder elects to purchase tendered shares,
however, the shareholder's decision will matter: if he holds out he will end

up with shares in the independent target, while if he tenders he wiil have his
ing that there is some likelihood that the failing bidder will elect to purchase

tendered shares, the shareholder will be better off tendering if and only if

the bid's price exceeds his estimate of the expected value of the independent

target's per share value in this case.

Thus, while the shareholder will presumably wish to have his shares
acquired in case of a takeover, he might or might not wish to have his shares
acquired in case the target remains independent. Note, however, that currently
sharéholders cannot limit their tender to one of the two possible céses; they
cannot, for example have their shares considered as tendered in case of a
takeover butinot otherwise. Shareholders at present can only choose between
‘tendering and holding out: tendering enables.the bidder to purchase their
. shares whether the bid succeeds or fails; and holding out leads to the bidder's
not puréhasing any of their shares in both possible cases.

What, then, will the shareholder elect to do? As justvnoted, he would
like to have his sharés acquired in case the bid succeeds. Consequently, if
the shareholder concludes that he will wish to have his shares acquired for
the bid's price even iﬁ case that the bid fails, he will certainly tender.

‘If, however, the shareholdér concludes that he would like to retain his shares
in case the bid fails, he will have to weigh the costs and benefits of tender-
ing. To this end, he will compare the probability of the bid's.success with
that of the bid's failure, and the expected gain from tendering in case that

the bid succeeds with the expected loss from tendering in case that the bid
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fails. ‘And in assessing the probabilities of the bid's success and the bid's
failure, the shareholder will use whatever information he has both about other
shareholders' estimates of the independent target's value and about the set of

beliefs other shareholders have concerning others' estimates and beliefs.

c. The Nature of Shareholdersf Actual Considerations

The above analysis suggests that the considerations which actually shape

a shareholder's tender decision are quite different from those that according

to the undistorted choice objective should determine this décision. T wish
now to draw attention to, and highlight, this crucial difference.

As explained above, the shareholder will be examining for each of the two
possible cases whether he will’be better off tendering or holding out. Consider
first the case in which the bid is going to succeed. The shareholdér's best
course of action in this case will be determined by the ggneral expebtation
that the post-takeover value of minority shares will be lower than the bid's
price. Conéequently, in case the bid is going to succeed, the shareholder
will be better off tendering no matter how high his estimate of the indepen-
dent target's value. Thus, the prospect of a itakeover introduces a pressure
on the shareholder to tender his shares regardless of what is suggested by the
undistorted choice objective. The greater the likelihood that the shareholder
attaches to a takeover, and the larger the gap between the bid's pfice and the
expected post-takeover value of minority shares, then the stronger the pressﬁre
to tender. But as long as there is some 1ikelihood of a takeover, a pressure
to tender does exist.

The described pressure to tender, I wish.to emphasize, is present whether
the bid is partial or for all shares, and whether or not a takeover is expected

to be followed by an immediate takeout. This is worth emphasizing because
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many seem to believe that to the extenf that‘any choice distortions exist,
‘they are rooted in the practices of partial bids and immediate takeouts.ég/

As has been seen, however, a pressure to tender results from the presence of a
gap between the bid's price and the expected post-takéover value of minority
shares, and such a gap is generally present in”all bids.

Examine now the considerations that determine the Shareholder's best
course of action in case that the bid is going to fail. Again, this course of
action might well differ from the one that is suggested by the undistorted
éhoice objective. The shareholder's best course of action in case the bid
fails depends on how the bid's price compares with the value that the inde-
pendent target's éhafes are expected to have in this case. This comparison is
different in two ways from comparing (as the undistorted choice suggests) the
expected acquisition price with the shareholder's estimate of the independent
Atarget's value. First, the shareholder will be taking into account not the
expected per share acquisition price but rather the bid's price; and the v
latter is generally higher than the former. Second, the shareholder will be
taking into account not his (unconditional) estimate of the independent target's
value buﬁ rather an estimate which is conditional on enough shareholders
resisting the preséure to tender for the bid to fail; and the 1atfer estimate
~.1is generally diffefent; and probably higher, than the former.

In sum, the considerations that actually determine shareholders' tender
decisions have little t§ do, if anything, with whether or not the sharehélders
view the expected acquisition price as exceeding the independent target's
value. It still remains, however, to determine the direction of the current

distortions, and it is to this question that I now turn.

59/ See Part IV, Section A.
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3. The Direction of the Current Distortions

The analysis of how many of a target's shareholders will tender -- given
a particular distribution of the shareholders' estimates of the independent
target's value -- is a complex one. And it will often be impossible to predict
with absolute certainty what a bid's outcome will be. For 6ne thing, share-
holders’ tender‘decisions might well depend on the probabilities that each of
them attaches to the bid's success and to the bid's failuré; and these probabil-
ities depend not only on shareholders' estimates of the independent'targét's
value, but also on their beliefs concerning the distribution ofAestimates, on
their beliefs concerning others' beliefs concerning the distribution' of estimates,
and so forth.ég/

While it might often be impossible to predict with certainty a bid's
outcdme, it is nonetheless possible to identify a clear and strong direction
in which the current distortions operate. In comparison to the benchmark
established by the undistorted choice objective,bthe current distortions‘
operate systematically in bidders' favor; At present, a bid is highly likely V
to succeed when a majority of the taéget's shareholders view the expected
acquisition price as higher than the independent target's value, and it might
well succeed even if that is not the case.

To see the direction of the éurrent distoftions, let us study the expected
outcome of bids under the simplifying assumption that all the sharéholders of
a target share the same estimate of the independent target's value, and‘that.
each of them knows that all the others share his estimate. As it will be

useful to study the issue in the context of an example, suppose that the

60/ Indeed, as will be seen below, even with a complete specification of
shareholders' estimates and beliefs concerning others' information, different

outcomes might be possible (or, in the jargon of economics, the equilibrium
might not be unique).
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shareholders of a target face a $100 a share bid (which might be partial or
for all shares), with an expected post-takeover value of minority shares of
}$80 a share; and suppose that the shareholders' common estimate of the inde-
‘pendent target's value is $I a share.

Suppose first that $I, the shareholders' common estimate, is lower than
the $100 bid's price. In this case, any given shareholder will tender his
shares. TFor, given the value of $I, he will wish to have his shares acquired
for the ﬁid's price both in cése the bid succeeds and in case it fails: a
given shareholder will wish to have his shares acquired in case of a takeover
no matter how high $I is; and, as $I is lower than the $100 bid's price, the
shareholder will also wish to have his shares acquired in case the bid fails.él/

Thus, whenever $i is lower than the $100 bid's price, the target will be
taken over. - Note that this suggests by itself that bids' outcomes are currently
distorted in bidders' favor. For the undistorted choice objective requires
that the target will be taken over only if 81 is lower thgn the expected per
share acquisition price. Aﬁd, as I have explained, the expected per share
acquisition price is generally lower than the bid's price, in both partial
bids‘and bids for all shares.

Suppose, fof example, that the bid in the considered example is partial
A and that in case éf a takeover the bidder is exfected to purchase 50% of the
target's shares for the $100 bid's price. In this case, the expected per
share acquisition price is $90: hence, according to the undistorted choice

objective, the target should be taken over only if $I is lower than $90. As

61/ To be sure, the shareholder will attach a zero probability to the bid's
failure. But supposing theoretically that the target remains independent, the
- shareholder expects the market price of its shares to be $I; and since $I is
lower than the $100 bid's price, the shareholder will wish to have his shares
acquired for the bid's price.
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we have just seen, however, as long as $I is lower than $100, the target will
certainly be taken over.ég/

Suppose now that $I, the shareholders' common estimate of the independent
target's per share value, exceeds the $100 bid's price. 1In this case, the
target might or might not be taken over. A given Sharéholder will still wish,
as always, to have his shares acquired in case of a takeover. But he‘will oW
wish to retain his shares in cése the target remains independent, as he expects
that in such a case the independent target's share value will exceed $100.
Consequently, a given shareholder might or might not tender. The greater the
probability that he attaches to a takeover, and the greater the gap between
the bid's price and the expected post-takeover value of minority shares ($20
is ihe considered. example), then the greater the likelihood that the sharehdlder

"will tender. Similarly, the greater the probability that he attaches to the '
bid's failure, and the larger the gap between $I and tﬁe 8100 bid's price,
then the greater the likelihood that the shareholder will hold outaf

It might be asked why a shareholder would attach any 1ikelihood to the
possibility of a takeover even though he knows that he' as well as all other
shareholders estimate the independent target's per share value to be highér
than the bid's price. There are two reasons as to why a rational shareholder
might do so. First, while we assume that the shareholder knows with certainty
that other shareholders' estimates are uniform and equal to his own, he might

be uncertain as to what other shareholders' beliefs are. He might be unsﬁre,

62/ Or suppose that the bid in the considered example is for all shares, and
that the expected fraction of non-tendering shareholders (say, shareholders -
who lack an opportunity to tender) is 20%. In this case, the expected per
share acquisition price is $96. Hence, according to the undistorted choice
objective, the target should be taken over only if 81 is lower than $96.
Thus, if $I is between $96 and $100, a distorted outcome will surely take
place, as the target will certainly be taken over.
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for example, as to whether all other shareholders are certain that the distri-
bution of estimates is»uniform (as indeed it is); or he might beAunsure as to
whether all other shareholders are certain that all other shareholders are
certain that the disﬁribution of estimates is uniform, and so forth. And any
uncertainty of thié kind might lead the rational shareholder to'attaéh a

_ pésitive,likeliﬁood to the'bossibility of 'a takeovEr.ég/

‘Second, and more importantly, even Suppésing no shareholders face any
uncertainty 6f the above kind, a ratioﬁal shareholder might still ascribe a
significant likelihood to the possibility of a takeover. To be sure, if the
shareholders could coordinate their actions, then they would all conclude an
._égreement to hold out their shares, and a rational shareholder would view a
failure of the bid as certain. But the shareholders presumably cannot conclude
such an agreement. Consequently, ‘a givén shareholder has to make hiéltender
decision wiihout assurance as to‘how the others will act. Of éourse,‘his
decision will depend on his expeétations concerning the others' actions,
expectations that he will form with the recognition that others feason in a
similar fashion. In such a situation, it would be perfectly rational for
some, many, or indeed most sha;eholders to attach a significgnt likelihood to
the possibility of a takeover. For such initial expectations on their part
'might wéll be self-fulfilling: they could lead to tenders in a sufficient

number for the bidder to gain control. To be sure, it is possible that all or

'63/ The described reason for viewing a takeover as p0531b1e will not exist
only if the uniformity of shareholders' estimates is what economists call
"common knowledge". For the considered piece of information to be "common
knowledge" is a very strong requirement. Shareholders must all know about the
uniformity, must all know that all the shareholders know about the uniformity,
must all know that all the shareholders know that all the shareholders know
about the uniformity, and so forth, ad infinitum. On the concept of "common
knowledge," see Auman, Agreeing to Disagree, 4 The Annals of Statistics 1236
(1976)
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-most of the shareholders would adopt iniﬁial expectations thét tﬁe bid would
fail; such expectations might again be self-fulfilling. Thus, rational Sharef
holders' initial expectations can go béth ways; and, as the prevailing initial
exéectations are 1ikel§ to be self-fulfilling, so can the bid's outcomé.éﬁ/

- The conclusions of the above analysis (Which used the simplifying assump-
tion that all shareholders have the.same'estimate of the independent target;s
‘value) might be thus summarized as follows. Whenever the shareholdefé' estimate.
is lower than the expected per share acquisition price -- that is,'wheﬁever a
takeover is socially desirable -- then the bid will indeed succeed. Wheh the
shareholders' estimate is higher than the expected per share acquisitioh
price, however, the target might still be takep‘over. First, és long as the
shareholders' estimate is lower than the bid's price, the target will be
surely taken over. Second, even if the shareholders' éstimate is higher than
the bid's price, the bid might sﬁill succeed if enough sharehoider§ are suffij
ciehtly concerned about the possibility of a takeover. The bid Wi11 likely |
fail only if (i).the shareholders' estimate of the independent target's per
share value is higher not only than the expeéted per share acquisition price
but also than the bid's price, and (ii) there is a widespread confidénce that
the bid will fail (say, because the offered acquisition price -is generally
pgrceived as ludicrously low). In sum, the above analysis suggests that the
current distortions operate systematically and substantially in bidders'

favor.

64/ In the language of economlcs, even if the uniformity of the shareholders’
high estimates of the target's value is "common knowledge," the equilibrium is
not unique: both the bid's failure and the bid's success are a poss1b1e
rational expectations equilibrium.
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4, The Current Distortions and Market Trading

I wish now to respond to an objection that is likely to be made against
‘the preceding analysis of the current distortions. The objection is based on
“the fact that when a bid is made the target's shareholders can (énd often do)
'sell their shares in the market in the period between the making of the bid
and its expiration. Indeed, there is commonly a very active trading in. the
target's shares in that period -- usually‘With a heavy participation by arbi-
trageurs.éé/

It will be useful to describe the considered objection in the context of
4'an example. Recall therefore the example of a $100 a share bid, where the
expected post-takeover value of minority shares is $80, and where all the
shareholders have the same $I estimate of the independent target's per share
value. i have suggested that the consideredibid might succeed ewven if the
shareholdefs' common estimate $I exceeds the $100 bid's pricg. The objection
that T wish to consider disputes this claim, and it runs roughly as follows.
My ahalysis, it is objected, considered only two alternatives that shareholders
face -- tendering, and retaining one's shares beyond the bid's expiration.

But shareholders have a third alternative: selling their shares in the market.
The market price of the target's shares, so the argument goes, will reflect
the shareholders' common estimate $I of the indépendent ﬁarget's per share
value. If I exceeds the $100 bid's price, then the market price of the target's
shares will equal $I ;nd hence Qill exceed the bid's brice; consequently, no
. shareholder Qill teﬁdér, as tendering will beaclearly inferior to selling
one's shares into the market.

The considered objection, then, suggests that the existence of market

trading in the target's shares will ensure that it will not be taken over if

65/ See generally Henry, Activities of Arbitraguers in Tender Offers,
119 U. Penn. L. Rev. 466 (1971); Rubin, Arbitrage, 32 Bus. Law. 1315(1977).




all or most shareholders wview the independent target's perkshare value as
higher than the bid's price. Conversely, it is suggested that if the market
price of the target's shares prior to the expiration of a successful Bid was
lower than the bid's price, the market price should be viewed as an indication
that mést of the shareholders did view the independent target's per share
value as lower than the bid's price. |

Note that even if the considered objection were valid, it would not imply
that bids' outcomes are not distorted in bidders' favor, but only that the
distortions are more limited than I suggeét. For the objectioh is limited tq
my claim that the bid in the considered example might succeed even if §I
exceeds $100. The objection does not dispute my claim that if $I is lower
than the $100 bid's price, the bid will surely succeed. And, as I have ex-
plained, this claim implies by itself the existence of a substantial distor-
tion in bidders' favor; for the undistorted choice objective requires that the
bid will succeed only if $I is lower than the expected per share acQuisition
price, which is lower than the $100 bid's price.

In any event,.the considered objection is not valid. While the identity
of the target's shareholders might change between the bid's announcement and
the bid's expiration; eventually the target's shareholders will have to choose
between tenderlng and retalnlng their shares beyond the offer's expiration.

To see the import of this fact, let us look closely at what might be referred
to as "the moment of truth": the point in time just before the offer's exfir
ation. No matter how many hands the target's shares have changed since the
bid's announcement, at the moment of truth they are all necessarily owned by
someone. In this moment.of truth, the shares' ultimate owners face only two
alternatives: tendering their shares to the bidder, or retaining their shares

beyond the offer's expiration. Thus, my analysis of shareholder choice is
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 .perfectly applicable to the decisions of these ultimate shareholders at the

moment of truth. They might ﬁender‘even if at moment of truth they estimate
the independent target's per share value to be higher than the bid's price;

for they might be pressured to tender by the concern that in case they hold

out a takeover might still take place.

Because shareholders are expected to be subject to a pressure to tender
.at the ultimate momeﬁt of truth, this 1ooming preséure affects the market
price in the period between the bid's announcement and the moment of truth.
Investors who buy the target's shares in this period ére aware that they (or,
if they resell the shares, those who will buy the shares from them) will be
ultimately subject to a pressure to tender; and the price that buyers will be
willing to pay for the target's shares will inevitably reflect this awareness.
Iﬁ calculating the price that they are willing to pay for the target's shares,
arbitrageurs and other potential buyers usually assume that, due to the current
dis£ortipns of shareholder choice, the bid is likely to succeed, unless it is
supersgded by a higher competing'bid or impeded by managerial obstructing
tactics or governmental action. Consequently, the market price in the period
during thch the offer‘is open need not reflect shareholders' estimates of the
independeﬁt target's value. In particular, this market price might be lower
than the bid's price even if most shareholders view the independent target's
per share value as exceeding the bid's price.

To be sure, the market's price of a target's shares does sometimes exceed
'.the bid's price. This happens when (i) the present bid is expected to be
suﬁerseded by a higher bid, 6r (ii) there is a widespread confidence that the
.target will remain independent, and that the value of the independent target's
shares will exceed the bid's price. TIn these cases, however, an analysis

ignoring market trading does suggest that the present bid will fail. Hence,
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the.high market price in these cases only reflects -- rather than brings
abou£ -- the bid's expected failure.

In sum, the presence of market trading does little, if anything, to
diminish the current distortions. The market price during the period in'which
an offer is open will reflect also the looming pressu#e to tender, ahd not
only the shareholders’ estimates of the‘independent target's value. Conversely,
when a target is téken over, the fact that during the coﬁsidered period the
" target’'s market price was lower than the bid's price should not be viewed as
an indication that most of the shareholders viewed the independent target's

per share value as lower than the bid's price.

5. The Current Distortions and Coordination Costs

We have seen that shareholders' tender decisions are currently distorted,
and that the distortioms operate systematically in bidders' favor. I wish now
to examine the extént to vwhich these distortions result from, or are related
to, shareholders' inability to coordinate their actions. This examination
will be helpful to the following Subsection's classification of the current
distortions' sources, a classification which is the first step towards ad-
dressing these distortions.gé/

As will be seen, some distorted outcomes would be avoided if shareholders
could coordinate their responseS‘to the bid. This is the case when the ten;

dering shareholders prefer the target to remain independent but tender out of

concern that others are going to tender; if coordination were possible, these

66/ Previous discussions of the distorted choice problem generally suggested
that the current distortions are all attributable to shareholders' inability
to coordinate their actions. See, e.g., Carney, supra note 7. As will be
seen, below, however, only some, and not all, of the current distortions can
be attributed to shareholders' inability to cooperate.
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shareholders would conclude an agreement among themselves to hold out. Some
distorted oﬁtcomes, however, would not be avoided if shareholders had the
“ability to cooperate. This is the case when tendéring shareholders prefer the
bid to sucéeed even though they judge the expected acquisition price as lower
than the independent target's value; the reason why shareholders with such a
judgment might prefer the bid to succeed is their expectation that in a case
~of a takeover they will receive more than their prorata share of the acquisi-
tion price (at the expense of non-tendering shareﬁolders).

Again, it will be useful to discuss the issue in the context of an example;
Consider the already used example of a $100 a share bid for 60% of the target'sl
shares, with a $80 expected post-takeover value of minority shares; hence,
assuming that the fraction of shares that the bidder is expectéd to purchase
for the bid's price in case of a takeover is 60%, the expected per share
_aéquisifion price is $92. As before, suppose that all ;hareholdefs have the .

same $1 esfimate of the independent target's per share value. Let us add,
however, a new fact: 209 of fhe target's shareholders are unaware of the bid
(or unable to deliver ;heir shares in time); thus, in case of a takeover, the
fraction of non-tendering shareholders will be at least 20%.91/
Now, according to the undistorted choice objective the target should
‘remain independent if $I, the shareholders' common estimate of the independent '
farget’s value, exceeds the $92 expected per share acquisition price. As I |
have explained, however, as long as $I is lower than $100, all shareholders
who have an opportunity to ténder will do so, and the target will certainly be

taken over; and even if $I exceeds $100, the target mighf still be taken over.

67/ As will be seen (Section D of this Part), unawareness of the bid is only
one reason among several for the presence of non-tendering shareholders in
successful bids. For the purposes of the present analysis, what is important

is that, whatever the reason,- not all shareholders are expected to tender in
case of a takeover.



Thus, a distorted outcome might well take place. An examination of this
possible distorted outcome reveals that one could distinguish between two
cases: - one where cooperation among shareholders would not prevent a distorted

outcome, and one where it would.

a. Distorted Choice that Would not be Avoided
if Coordination were Possible

Suppose first that $I exceeds the $92 expected per share acquisition
price but is lower than $95. In this case, as $I is lower than the $1QO bid'g
price, all the shareholders who are aware of the bid and able to tenmnder will
do so, and a takeover will certainly take place. This distorted outcome, I
wish to point out, would not be avoided if the target's dispersed shareholders
had the ability to Coofdinate their actiouns.

The reason for this is that, due to the expected presence of non-tender- .
ing shareholders, tendering shareholders will correctly expect to be made
better off by a takeover. Since 20% of the shareholders will not tender, the
takeover's proration ratio will be 75%, and the takeover will hence leave
tendering shareholders with an average per share value of $95. Consequentiy,
as 51 is lower than $95, tendering shareholders will prefer a takeo%er to take

68/

place.—" To be sure, the takeover will make non-tendering shareholders worse-
off; they will have all their shares turn into minoritj shares worth $80 a
share, which is substantially lower than $I. Indeed, the fact that $I is
higher than the $92 per share acquisition price implies that the losses which

the takeover will impose on non-tendering shareholders will exceed the gains

that it will confer on tendering shareholders. ~While the tendering shareholders

68/ I assume that the likelihood of the bidder purchasing shares in case the
bid fails is small. This assumption is reasonable as the $100 bid's price
substantially exceeds $I, which will be the market price of the target's
shares in case that the bid fails. .
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. realize that the takeover will reduce the wealth of the target's shareholders

as a group, they prefer the takeover to take place because it will enhance

~ their own wealth. Consequently, even if the tendering shareholders could

coordinate their responses, they would not conclude an agreement to uniformly
hold out -- they would all still elect to tender, and the distorted outcome
would still take place.

The reason as to why the tendering shafeholders do prefer the takeover to
take placé is of course one that is irrélevant to the question whether or not
the takeover is socially desirable. The tendering shareholders prefer the
takeove: only because they expect to receive more than their prorata share of
the acquisition price. If the acquisition price were expected to be divided
prorata (that is, if they were expected to end upbwith an average per share
value of §$92), they would prefer the bid to fail. The takeover is expected to
transfer wealth from non-tendering shareholders to tendering shareholders, and
it is only for this reason that the latter shareholders prefer a takeover; as
earnings distributed by the independent target are distributed prorata, such a
wealth transfer will not take place as long as the target remains independent.

The general lesson to draw from the above analysis is the following. At
present, tendering shareholders can generally expect to receive in case of a
takeover more than their prorata share of the acquisition price, and hence to
end up with a higher per share value than the per share acquisition price.
Consequently, there might be a difference between the judgment of tendering
shareholders concerning whether or not they wili be made better off by a
takeover, and their judgment concerning whether or not the expected acquisition
price exceeds the independent tafget's value. In particular, Qhenever tender-
ing shareholders estimate the independent target's per share value to be

higher than (i) the expected per share acquisition price, but lower than
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(ii) the per share value with which they are expected to end up in case of a
takeover, they would prefer .a takeover to take place even though they expect

it to reduce the total wealth of the target's shareholders. A situation of

this kind is currently possible in all bids, whether partial or for gll sharesLég/
Thus, to completely eliminate the current distoftions, it will not be"sufficieht
to ensure that shareholders do not tender unless they prefer‘the target to be
taken over. It will be also necessary to address the possibility that tender-

ing shareholders wi11>prefer a takeover only because they expect to receive

more than their prorata share of the acquisition price.

b. Distorted Choice that Would be Avoided
if Coordination were Possible

Suppose now that $I is higher not only than thei$92 expected per share
acquisition price but also than $95 (the average per share value with which
tendering shareholders Qill end up if all the shareholders who can tender do
so). The undistorted choice objective requires of course that the bid fail.
But, again, a distorted outcome -- a takeoverA—; is possible. ‘In.the present
case, however, a takeover will make worse off not only non=tendering'sharé=
holders but also tendering ones. Consequently, if the target's dispersed
shareholders could coordinate their responses, all the shareholders who can
tender would conclude an agreement not to do so, and a takeover would be

avoided.

69/ To see how such a situation arises in the context of a bid for all shares,
let us suppose that the $100 bid in the considered example is for all shares.
As 20% of the shareholders are assumed to lack an opportunity to tender, the
per share acquisition price in case all other shareholders tender will be §96.
But tendering shareholders will end up in case of a takeover with $100 per
share. Thus, when $I is between $96 and $100, the distorted outcome =-- the
takeover -- that will take place will be one that would not be avoided if the
tendering shareholders had the ability to coordinate their actiomns. ’
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Thus, in the present case (where $I exceeds $95) a distorted outcome
Qould be avoided if the target's shareholders had the ability, which they
generally lack, to act cooperatively. The possibility of a distorted outcome
in the present case can be therefore attributed to shareholders' inability to
cooperate; |

It might also be useful to further divide the pfesent case by introducing
‘a distinction between two possible situations: xone equivalent to, and one
different from, thé well known "prisoner's dilemma" situation.zg/ A "prisonér's
‘dilemma"‘situation is one in which a group of parties (who are unable to
 cooperate) must each choose between two possible actions,lsay A aﬁd B. If
~ they all choose A they will all be better off than if they all choose B. The
problem, however, is that given any choice of action by the other parties,
eaéh party will be better off choosing B. Consequently, the rational decision :
for each party is to éhoose B. Thus, the prisoner's dilemmé situatioﬁ ié one
in which rational decisions by the.parties are bound to lead to an outcome
(everybody choosing B) which is worse for each of them than an . outcome which
they could attain (everybody choosing A).

Now, -if $I is bet&een $95 and $100, the situation of the target's share-
holders (those who aré able to tender) is equivalent to the prisoner's dilemma.
‘Thevshareholders will all be better off if they all hold out than if they all
tender. And whatever the other shareholders do, each shareholder will be
5etter off tendering than holding out. Consequently, they will all tender,

and the outcome which is inferior for each of them is bound to take place.

70/ On the prisoner's dilema see generally A. Rapport & A. Chammah, Prisoner's
‘Dilemma (1965). It is worthwhile pointing out that the shareholders' predica-
ment might or might not be equivalent to the prisoner's dilemma because some
commentators thought that the former is always the case. See, e.g., Lowenstein,
supra note 5, at 307.
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However, if $§I exceeds $100, the shareholders' situation is soméwhat
differént from the prisoner's dilemma. 1In this cése, rationality need not
always drive the shareholders to the collectively inferior outcome. A given
shareholder will prefer to tender if the oﬁhers do so, but will prefer to hold
out if the others’actrsimilarly. Consequently, ‘as i explained, sharghol&ers"
decisions very much depend on their expectations, and might go both ways. -
Consequently, a takeover -- the coilectively inferior outcome =-- might dr

might not také place.

6. The Current Distortions: Summary and Classification

The above analysis has demonstrated that bids' outcomes might be ﬁufréntly :
distorted: a target might well be taken 6ver even if a majority of itsnsﬁare-
holders view the expected acquisition price as iower'than.the indepehdént
target's value. I now wish to propose a classification of the curréﬁt disfof-
tioné. The proposed classification is only one of several alternative:Ways of
ldoking at and classifying the current distortiqhs; but it is bne.that,willi
prove uéeful in designing a remedy to ensure undisfortéd choice.

If the following two conditions held, then'they would ensure thatAbids’
outcomes would correspond to those which are suggested by the undistorted.
choice objective. The two conditions are: firét, a bidder will be able to
gain control if and only if a majority of the target's shareholders prefer the -
bid to succeed; and, second, a shareholder will prefer a bid to succeed if and
only if he views the expected acquisition price as higﬁer than the independéﬁt
target's value. As is easily seen, the two conditions together imﬁly that a
bidder will be able to gain control if and only if a majority of the target's
shareholders view the expected acquisition pricé as higher than thérigdependent
target's value. The regulatory framework that I shall propose would éttain

undistorted choice by ensuring that each one of these two conditions would

hold.
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At present, however, both conditions do not hold. The first condition,
‘that a bidder will not gain control unless a majority of the shareholders
pfefer the bid to succeed, is currently violated in two ways. First, bidders
can currently gain effective control without attracting a majority of the
target's shares; hence, even if shareholders' tender decisions perfectly
feflected their preferences concerning the bid's success, the presence of a
majority of shareholders who prefer the bid to succeed hight not be necessary
~ for a takeover. Second, and ﬁore importantly, shareholders' tender decisions
‘do not currently reflect their preferences concerning the bid's success. As
we have seen, shareholders might well tender even if they prefer the target to
.remain independent.

The second condition, that shareholders will prefer a bid to Succeed if
and only if they view the expected acquisition price as higher than the inde-
pendent target's value, does not currently hold either. As we have seen, at
present tendering shareholders can expect to receive in case of a takeover
more than their prorata share of the acquisition price. Consequently, tender-
ing shareholders may prefer a bid to succeed even if they view the‘expected
acquisition price as lower than the independent target's value.

In sum, the conditions that would ensure an undistorted choice are cur-
rently violated for three reasons: (i) a bidder might gain control even if
less than a majority of the shareholders tender; (ii) shareholders might
tender their shares even if they do not prefer the bid to succeed; and
(1ii) tendering-shareholders'might prefer the bid to succeed even if they
judge the independent target's value to be higher than the expected acquisi-
~tion price. Each of the problems (i) - (iii) would be sufficient by itself to
produce deviations from undistorted choice, and they all operate in bidders'

favor.
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Zl/ But- I

Problem (ii) might seem to many to be the most important one.
wish to emphasize that eliminating problem (ii) ~- that is, ensuring that
shareholders will tender if and only if they prefer the bid to succeed --
would not by itself ensure undistorted choice. It would still be necessary ﬁo
address the possibility that shareholders might:prefer the bid to succeed only
because they expect to receive more than their prorata share of the acquisi-
tion price (problem (iii)), and the possibility that a minority preferring a
takeover will be sufficient to bring it about (problem (i)}).

Finally, I wish to emphasize that the current distortions (and the threé '
reasons for their existence) are present in bids of all kinds -- whether they
are partial or for all shares, whether or not they are expected to be followed
by an immediate takeout. TFor one thing, these distortions are present whenever
there is a gap between fhe bid'é price and the expected post-takeover value of
minority shares (and, consequently, also a gap between the bid's price and the
expected per share acquisition price). And, as I have explained, such a gap

is generally present in all bids.

7. A Note on The Magnitude of the
Current Distortions

t

The preceding analysis has suggested that at present bids' outcomes areA
systematically distorted in bidders' favor. It is worth emphasizing, howevef,
that I do not claim that the current distortions are irresistable, and that
consequently a target's shareholders will never reject a bid and remain inde-

pendent. A bid might well fail if a large majority of the target's shareholders

71/ And it is the only one which commentators have previously discussed. As
far as I know, problems (i) and (iii) have not been noted in the literature as
leading te distorted choice. See authorities cited in supra notes 7-11.
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view the independent target's per share value as higher not only than the
expected per shaie acquisition price but also than the bid's price, and if
‘there is a widespread confidence that the bid will fail. Indeed, recent
'emplrlcal work by Bradley, Desai, and Kim 1dent1f1ed thirty-five instances in
Wthh a target's shareholders held out their shares in the face of a takeover
:bld, and the target remained independent at le;st for some time.zg/ It is
worth noting that in these instances remaining independent indeed turned out
to be value-maximizing: following the bid's rejection, the market price of
the independent target's shares was significantly higher than the bid's price.

My claim is not that the current distortions are irresistable, but rather
that they are very substantial. While a bid is not bound to be successful, it
might;wéll succeed even if it is socially desirable that it fail. The:e is a
good»chanceAfor the rejection of a bid only when the shareholders' estimates
of fhe independent target's per share value gene:ally exceed the expected per
share acquisition price by a considerable margin. Most of the instances
identified by Bradley, Desai, and Kim presumably belong to this category.
Conversely, a bidder might currently offer a per share acqusition price sig-
ﬁificantly lower than the shareholders' estimate of the independent target's.
per share value and still enjoy a high likelihood of its bid's success.

What I have thus far shown is that when a majority of a target's share-
holders view the target's independent value as higher than the expected acqui-
sition price, the target might well be nonetheless taken over. But one might
still wonder, especially in light of the existence of some competition among
potential aéquirers, whether there are indeed many cases in which a majority

.of the shareholders view remaining independent as the target's value-maximiz-

72/ See Bradley, Desai & Kim, supra note 49.
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ing course of action. This question I shall address in Part VI, where I shall

explain why in all likelihood there is a significant number of such cases.

D. The Current Inequality of Treatment

Let us now turn to examine how a takeover's total acquisition price is
currently distributed among the target's shareholders. The current inequality
of treatment is rooted in the generally present gap between the post-takeover
value of minority shares and the bid's price. Due to this gap, a shareholder's -
fraction of the total acquisitiom price in case of a takeover depends onftﬁe'
proportion of his shares, if any, that are acquired by the bidder for the
bid's price. Shareholders who téndered their shares to a successful bidder
have their shares, or most of them, acquired for the bid's price. In contrast,
shareholders who did not tender have all of their shares turn into minority
shares. Consequently, these latter shareholders end up with considerabl&vless
thaﬁ their prorata share of the aéquisition price. And, as already notea,
there is in current successful bids a widespread and substantial incidence of
non-tendering shareholders.

Now, the presence of a gap between the bid's price and the bost—takeover
value of minority shares is generally expected. Why, then, one might wbnder,
are there any non-tendering shareholders in successful bids?

We can-identify three reasons for the presence of non—tendéring share-
holders. First, one group of non-tendering shareholders is composed of those
who did not tender simply bécause they lacked a genuine opportunity to do So,.
because they were either unaware of the bid or unable to deliver theirAsHarésA

73/

in time.—~ Market professionals learn about a bid very shortly after it is.

73/ See Nathan & Volk, Developments in Acquisitions and Acquisition Techniques
under the Williams Act, Twelfth Annual Institute on Securities Regulatlons
159, 181-182 (1982); Welles, Inside the Arbitrage Game, 15
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made; but some unsophisticated investors, especially those whose shares are
ﬁeld in street name, might take quite a few days, if at all, to learn about a
bid. Market professionals are often able to deliver their share ceftificates
within hours; but some unsophisticated investors, especially those whose
shares are held in street names, might need a substantial time to make such a
delivery. Thus, as a takeover bid is generally open only for a quite limited
_beriod, it is inevitable that a non-trivial number of unsophisticated share-
holders will be unaware of it or unable to deliver their shares in time.

A second group of non-tendering sharéholders in successful bids is com-
posed of those who did not tender because they viewed the bid's price as lower
than the independent target's per.éhare value, and hoped that the bid would
fail. As was explained above, a shareholder who views the bid's price as
lTower than the independent target's per share value might still tender out of
conéérn that the bid is going to succeed regardless of his decision; but he
might also hold out if he attaches a sufficient likelihood to the bid's failure.
The second group of non-tendering shareholders, then, is composed of shareholders
who dia not tender due to their hope that the bid would fail, a hope which was
later frustrated by the actions of their fellow shareholders. Had these
shareholders known at the time of making their tender decisions that the bid
would succeed, they would have tendered their shares.

The third group of’non-tendering shareholders is composed of those share-
holders who did not tender for tax reasons. These shareholders prefer retain-

ing their shares as minority shares (with a value lower than the bid's price) to

(footnote continued)

Institutional Investor, August 1981, at 41, 46-51; Securities and Exchange Act
Release No. 19, 366, [Current] Fed. Sec. L. Rep.  (CCH) §83,306 (Dec. 15,

1982); SEC Exchange Act Release No. 18761, 47 Fed. Reg. 24, 338, 24, 340
(1982); Posen, Extended Proration Time for Tender Offers Proposed, Legal Times -
of Wash., Jul. 12, 1982, at 15, col.3.
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selling them for‘the bid's price. A sale of the shares would constitute a tax
event, and postponing tax liability might be beneficial, especially for éhafe?
holders who bought their shares for a very low price. Consequently,.some
shareholders might prefer to retain their shares as minority shares (and
accept a lower pre-tax wealth) in order to reduce their tax iiability.zg/

Is it worthwhile highlighting the link between the problems of distorted
choice and unequal treatment. The expected inequality of treatment distorts
shareholders' tender decisions in two ways. First, it thrgatens deciding
shareholders with a stick in case they hold out -- the penalty of rééeiving
less than their prorata share of the acquisition price. Second, iﬁ'offers :
deciding shareholders a carrot in case they tender -- the reward of receiving
more than their prdrata share at the expense of non-tendering shareholders.
Consequently, as will be seen, ensuring an equal treatment would be instrumen-
tal to attaining undistorted choice.

As Part VI will explain, however, unequal treatment is uﬁdesirabie not
only because it leads to distorted choice but also because it is unfair. In.
examining this dimension of the unequal treatment problem, I shall focus on
the first two gfoups of non-tendering (unequally treated) shareholdérs:v those
who had no opportunity to tender, and those who hoped that the bid would fail.
Given that a takeover takes place due to their feliowAshareholdefs' tender
decisions, the shareholders in these twe groups would wish to receive from the
successful bidder a treatment equal to that of tendering shareholders;.they
would prefer to have their shares (or some of them) acquired for the bid's

price than to have them all turn into minority shares. Had they had both the

I

74/ On the intricate issue of taxation of target shareholders see generally,
B. Bittker & J. Eustice, Federal Income Taxation of Corporations and Share-
-holders 8§§ 14.01 to .57 (4th ed. 1979).
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.knowledge that the bid Qoﬁld ;ucceed and the opportunity to tender, they would
have certainly tendered.

In discussing the unfairness of the current distribution, then, I shall
abstract from the claims that might be made by those shareholders who did not
tender to a successful bidder for tax reasons. These shareholders would not
wish to receive from the successful bidder a treatment equal to that of tender-
ing shareholders, for they do prefer retaining minority shares to having their
shares acquired for the bid's price. They would have held out their shares no
matter how certain they were that the bid would succeed and how perfect an
opportunity to tender they had. To be sure, one might still wonder whether
shareholders who did not tender for tax reasons are treated fairly; while the&
. prefer holding minority shares to being in tendering shareholders' position,
the choiée with which they are faced might be unfair.ZE/ But I shall ignore
in this Article the clearly controversial claims that such shareholders might
make. Rather, in examining the unfairness of the current inequality of treat-
ment I shall focus on the much stronger claims that can be made by share-
holders who held out their shares for non—fax-reasons.

Finally, it mighF be worthwhile noting that, as will be later explained,

" market professionéls and sophisticated investors are much less likely than
non-professionals énd unsophisticated investors to be hurt by the current

76/

inequality of treatment.—' This is the case because the former are less
likely than the latter to belong to the two groups that are currently subject

- to an unfair inequality of treatment. First, market professionals and sophi-

sticated investors are usually aware of bids and capable of delivering their

73/ Cf. Brudney, Equal Treatment of Shareholders in Corporate Distributions
and Reorganlzatlons, 71 Cal. L. Rev. 1076, 1126-31 (1983).

76/ See Part VI, Subsection B.2.a.
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shares in time. Second, market professionals and sophisticated investors are
less likely than others are to entertain a false hope that a bid which turns

out to be successful would fail.
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IV. SOME UNSATISFACTORY REMEDIES

in Part V I shall ﬁ;t forward a regulatory framework that would provide
an adequate remedy for thé current problems of distorted choice and unequal
treatment. But I should like first to consider remedies that have‘been sug-
gésted by others in the American literature, and to expléin why I view these
remedies as unsatisfactory.lz/

The froﬁlems with which this Article is concerned have'béen discussed by
many CommentatorsAénd were recently considered by the SEC's Advisory Committee
on Tender Offers.zg/ Below I shall examine the various remedies that have
been proposed, and I shall demonstrate that none of .these remedies_is capable

of adequately addressing the current problems. And it will be clear from the

analysis that any combination of these remedies would not do either.

A. Prohibiting Partial Bids

In examining the possible existence of -distorted choice and unequal
treatment, the SEC'S Advisory Committee and subsequently the SEC limited their
concern to partial bids (with special focus, as will be later discussed, on
pértial bids which.are expected to be followed by an immediate takeout at a
price lower'thah the bid's pfice).zg/ This reflects the Advisory Committee's

and the SEC's view that problems of distorted choice and unequal treatment are

77/ The British approach, which is somewhat similar to the approach that I
advocate, will be considered in Part V, Section D.

78/ See authorities cited in supra notes 7 - 11

Zg/ See Advisory Committee Report, supra note 10, at 24~27; SEC Release,
supra note 11.
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rooted in, and limited to, partial bids. A similar view has been expressed by
s 80/
many commentators and practitioners.—
The view that problems of distorted choice and unequal treatment are
rodted in, and limited to, partial bids -obviously leads holders of the view to
consider a ban on such bids,v Indeed, one member of the Advisory Committee, in

81/

a dissenting report, endorsed such a ban.—~" The majority of the Committee,

however, was reluctant to recommend such a ban because of its belief that

82/

partial bids serve valuable economic roles.— 1Instead of a ban on partial A
bids, the majérity feport recommended a compromise approach: discouraging

such bids by requiring that they remain open for two weeks longer than bids

for all sﬁares. Some'commentators, accepting the Committee's view that Partial'
bids might serve socially beneficial functions, suggested that the proposed
regulatory disincentive is nonetheless too weak, and proposed a strbﬁéer

one. 83/ Reacting to the Committee's report, the SEC said that it was sensi-
tive to the Advisory Committee's concern regarding partial bids but was unsure
that the Committee's proposal was the best way to deal with this concern.gﬁ/

Hence, the SEC stated that the issue requires further study, and it invited

comments from the public on the issue.

80/ See, e.g., Greene & Junewicz, supra note 9, at 676-693. The British Cityv
Code also reflects a similar view -- that partial bids pose different and more
severe problems than do bids for all shares. See Part V, Subsection D.4.

81/ See Advisory Committee Report, supra note 10, at 144-45 (Statement by
Jeffrey Bartell).

82/ 1Id., at 24-26.
83/ See Greene & Junewicz, supra note 9, at 691-693, 738. They propoéed that

managers should be allowed to obstruct partial bids but not b1ds for all
shares.

84/ See Statement of Shad, supra note 11, at 86, 679; SEC release, suEra
note 11.
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Now, in my view the efficiency benefits that partial bids produce are
likely to be much moré limited than is commonly thought.gé/ Consequently, I
would unhesitatingly support a ban on partial bids if such a ban could address
the problems of distorted choice and unequal treatment. But such a ban would
be unablevto address these problems. The reason for this is that the current
problems are not limited to -~ or even especially acute in -~ partial bids;
the popular view that this is the case rests on a misperception of the current
problems. As the analysis of the preceding Part III has demonstrated, distorted

choice and unequal treatment are currently present in all bids, whether partial

" or for all shares.

85/ The efficiency reason that is often suggested for partial acquisitions is
that the potential buyers might lack sufficient funds to purchase all of the
target's shares. Existing regulations discourage the use of exchange offers

and lead bidders to generally employ cash tender offers. See Advisory Committee:
Report, supra note 10, at 20-21. A bidder might have limited liquidity, and
~might find it difficult or costly to raise cash. Consequently, the bidder

might be able to make a partial cash bid, but might be unable to make a cash

bid for all shares.

The above argument for allowing partial acquisition will lose much of its
force in the near future, however. The SEC's Advisory Committee recommended
facilitating exchange offers, and the SEC stated that it will follow this
recommendation. See Statement of Shad, supra note 11, at 86,678. Once exchange
offers are facilitated, bidders will be able to finance an acquisition by
issuing their own securities. Indeed, by issuing an appropriate mix of secur-
ities a bidder will be able to finance an acquisition without any change in
its debt-equity ratio. It is also worthwhile noting one clear source of
inefficiency involved in partial acquisitions. In running the target as a
partly-owned subsidiary, the acquirer will be concerned not only with maximiz-
ing the target's value, but also, and to a large extent, with distributing

" value from minority shareholders to itself. The acquirer's expected desire to
take advantage of minority shareholders will likely produce various ineffi-
ciencies. ‘ ‘

- Thus, it does not appear that there are many instances where a partial
ownership can produce substantial efficiency gains in comparison to a total
ownership. But, in any event, prohibiting partial bids would not preclude a
partial ownership structure. Supposing that there are some special efficiency
advantages in a given bidder's owning only part of the target, the bidder
could still buy all of the target's shares, resell a fraction of them to
public investors, and end up with any fraction of the target's shares it
wishes to hold. To be sure, such a resale would involve some wasteful transac-
tion costs. But the possibility of such resale implies that the social cost

of prohibiting partial bids would in no case exceed the size of these limited
transaction costs.
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The current problems are largely rooted in the presence of a gap between
the bid's price and the expected post-takeover value of minority shares, a gap .
that is generally present in all current bids, including bids for all shares.
Consequently, the préblems of distorted choice and unequal treatment are
substantially present in bids for all shares.§§/ First, shareholders' tender
decisions in the face of a bid for all shares are distorted; for one thing,
the prospect of a takeover in which non-tendering shareholders will end up
with low-value minority shares subjects shareholders to a strong, distorting
preésure to tender. Second, the success of a bid for all shares currently
leavés non-tendering shareholders with less than their prorata share; and
there is currently a sighificant presence of non-tendering shareholders in
successful bids for all shares. Ih sum, at least as long as the expected
post-takeover value of minority shares is generally lower than the bid's
price, a ban on partial bids &ould do very little to ensure undisﬁorted choicé

and equal treatment.

B. Prohibiting Immediate Takeouts

f

at Less Than the Bid's Price

The current problems, we have just observed, are largely rooted in the
existence of a general gap between the bid's price and the expected post-take=-
over value of minority shares. Now, the presence of such a gap is most conspic-

uous in those instances where a takeover is expected to be followed by an

86/ The gap between the bid's price and the expected per share acquisition
price is on average greater in partial bids than in bids for all shares. See
Part IIT, Subsection B.3. This gap is important for delineating the range of
values of the independent target's value where a distorted outcome is certain
~and not only possible. See Part III, Subsection C.4. Thus, the current
distortion might be quantltatlvely somewhat stronger -- though qualltatlvely
quite similar -- in partial bids than in bids for all shares.
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immediate takeout with a consideration lower than the bid's price. This has
nétqrally attracted.substantial attention to such immediate takeouts. Inaeed,
the SEC's Advisory Committee and the SEC, which focussed on partial bids, paid
a special attention to partial bids that are expected to be followed ﬁy such
iﬁmediéte takeouts (two-tier bids).

Professors Brudney and Chirelstein, the first academic commentators to
Seriously address the problems of distorted choice and unequal treatment,
prbposedva prohibition on immediate takeouts at less than the bid's price.§z/
They suggested that, when a takeout occurs within a year after a takeover, the
consideration paid to minority shareholders should be equal to the bid's
pfice. A takeout at a lower price, they proposed, should be enjoined by the
coufts¢as unfair: Brudnéy and Chirelstein's proposal has received wide atten-
tién;§§/ but has not been adopted by the courts.gg/

The SEC's Advisory Committee expressed concern about the "coercive elements"
ofitwo-tier bids, and considered the possibility of recémmending a regulatory

90/

ban on such bids.>~ One member of the Committee, in a dissenting report,

91/

indeed endorsed such a ban. The Committee decided, however; not to recommend

any restriction on partial two-tier bids beyond the slight regulatory disincen-

87/ See Brudney & Chirlestein, supra note 7, at 336-340; Brudney & Chirelstein,
A Restatement of Corporate Freezeouts, 87 Yale L.J. 1354, 1359-65 (1978).

88/ See, e.g.,Toms, Compensating Shareholders Frozen Out in TwoStep Mergers,
78 Colum.L.Rev. 548 (1978); Lorne, A Reappraisal of Fair Shares in Controlled
Mergers 126 U.Pa.L. Rev. 955 (1978); Easterbrook & Fischel, supra note 22.

89/ See e.g., Tanzer v. International Gen. Indus. 402 A.2d 382, 393-95
(Del. Ch.1979).
90/ See Advisory Committee Report, supra note 10, at 24-25.

91/ This was the same mémber whd endorsed a ban on pértial bids. See Advisory
Committee Report, supra note 10, at 144-145 (Statement of Jeffrey Bartell).
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tive that it proposed for all partial bids.gg/

‘The Committee's sense was that
in instances where successful partial bids are not followed by an immédiate
takeout minority shareholders fare worse than in instances where successful
partial bids are followed by an immediate takeouts with a consideration lowerb
than the bid's price. Hence, the Committee reasoned, allowing such immediate
takeouts increases the post-takeover value of minorit& shares and hence bene-
fits minority shareholders.

Following the Advisory Committee's report, the SEC stated that the issue
requires further study, and invited comments from the public on the issue.gg/
Also, as part of the required study, the SEC initiatéd, and then published the
results of, an empirical study by the SEC's Chief Economist.gﬁ/ The Chief
Economists's findings confirmed the Advisory Committee's observation: the
post-takeover value of minority shares is higher under immediate takeouts at
less ﬁhan the bid's price than under partial acquisitions unaccompaﬁied by an
immediate takeout. From these facts, the Chief Economist drew the same infer-
ence that the Advisory Committee did: he concluded that allowing immediate
takeouts at less than the bid's price reduces the gap between minority shares'
post-takeover value and thg bid's price, and hence benefits minority shareholdérs.

Below I shall first point out that the SEC's Advisory Comﬁittee and the
SEC's Chief Economist were mistaken in suggesting that a ban on immediate
takeouts would on average increase the gap between the bid's price and the

expected post~takéover value of minority shares. Such a ban, I shall suggest,

would operate to narrow this gap. I shall go‘on, however, to show that while

92/ 1d., at 24-25.

93/ See Statement of Shad, supra note 11, at 86, 679; SEC Release, sugra‘
note 11. ‘

94/ See SEC Release, supra note 11.
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the ban would narrow that gap, the ban would not constitute an adequate remedy

for the current problems.

1. The Ban Would Narrow the Gap

The problem with the analysis of the Adyisory Committee and the SEC's
Chief Economist is that they drew a wrong inference from an accurate empirical
observation. To see the flaw in their analysis, consider the choice that a

“successful bidder makes between effecting an immediate takeout and refraining
from doing so. An immediate takeout with a consideration lower than the bid's
price provides the acquirer with one way of taking advantage of minority

. shareholders. Refraining from an immediate takeout, however, might enable the

.acquirer to take advantage of minority shareholders in other ways -- through a
distant takeout or through a diversion of the target's earnings. And‘the
crucial point to remember is that the acquirer will preéumably follow that
strategy which is expeéted ﬁo enable the acquirer%to take maximum advantage of
minority shéreholdgrs.

Thus, those instances where the acquirer currently elects not to effect
an immediate takeout are exactly the instances where the acquirer expects
that, through diverting earnings or a distant takeout or both, it will succeed
to leave minority shareholders with even less fhan it would have to pay them
in an immediate takeout. This explains the empirical evidence which the
Advisory Committee and the Chief Economist considered -- that minority sharéholders
'fare worse in instances where an immediate takeout does not téke place than in
instances where it does. By the same logic, however, those instances where
the acquirer currently effects an immediate takeout with a consideration lower
than the bid's price are exactly the instances where the acquirer views such a

takeout as the best means of taking advantage of minority shareholders.
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It follows that a ban on immediate takeouts at less than the bid's price
would likely enhance the post-takeover value ofbminority shareholders in those
instances where such takeouts currently occur. And the ban would obviously
have no effect on minority shares' post-takeover value in those instances
where the acquirer currently elects not to effect an immediate takeout.

Hence, the ban would clearly operate on average to narrow the current gap
between the bid's price and the expected post-takeover value of minority

shares.

2. The Ban Would Not Eliminate the Gap

I wish now to foint out tﬁat while the considered ban would narrow the
- gap between thg bid's price and the»ekpected post-takeovér value of minority.
shares, a substantial gap would still remain. This implies that the considered
ban would not adequately address the current problems, at least not by itself;
I shall a bit later on suggest that, in any event, seeking to eliminate the
considered gap is altogether not the best approach to the current problems.

Suppose that the comnsidered ban is adopted, and hence that acquirers‘.
effecting an immediate takeout are required to pay minority shareholders a
consideration equal to the bid's price. Consequently, whenéver an immediate
takeout would be expected, the expected post-takeover value of minority shéres
would equal the bid'é price. The current gap between the bid's price and the
post-takeover value of minority shareholders would not‘bevéliminated'generally;
however, as acquirers would frequently refrain from effecting an immediate
takeout.

Note first that even at present, when acquirers can effect an immediate’
takeout at less than the bid's price, there are many instances where acquirers
elect not to effect an immediate takeout. In these instances the post-takeoverl

value of minority shares is generally lower than the bid's price due to the
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possibility that the acquirer will effect a distant takeout or diverp to
itself some of the target's earnings. Indeed,las explained above, minority
" shares' post-takeéver value in these instances is even lower than the consider-
ation which is currently required in an immediate takeout; for the acquirer
would not have refrained from effecting such a takeout had it not believed
that the possibilities of effecting a distant takeout aﬁd diverting earnings
would present it with better means of taking advantage of minority shareholders.
In all these instances where an immediate takeout does not currently occur,
.the considered ban would clearly leave intact the present substantial gap
between the bid's price and the expected post—takgover value of minority
shares. | |

Moreover, the considered ban would greatly increase the proportion of
instances where an immedia;e takeout does not take place. For the ban would
usually‘turn aﬁ immediate takeout into the acquirer's inferior strategy.
Instead of effecting an immediate takeout and paying minority shareholders a
consideration equal to the bid's price, most écquirers would presumably elect
to rely on the possibilities of effecting a distant takeout or diverting
earnings. They would effect a takeout, if at all; only after the passage of
that period (a year, according to the Brudney-Chirelstein proposal) during
which takeout terms would be strictly regulated. Thus; once the considered
‘ban is adopted, instances where an immediate‘takeout does not occur would
likely constitute the great majority of cases. Consequently, the contribution
of the ban to closing the gaﬁ between the bid's price and fhe éxpected post-
takeover value of minority shares would be much more limited than might be
initially thought.

In sum, the ban would fall far short of generally eliminating the gap
‘between the bid's price and the expected post-takeover value of minority

shares. This conclusion might lead one to examine whether it is possible to
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eliminate the considered gap by supplementing the ban with some additional

measures. As I explain below, however, eliminating the considered gap would

not attain undistorted choice.

3. Eliminating the Gap Would Not Attain Undistorted Choice

Suppose that we adopt regulations (say, the considered ban in combinatioﬁ
with some additional measures) that would generally eliminate the gap between
the bid's price and the expected post-takeover value of minority shares.

These regulations would obviously ensure an equal treatment of target shareholders
in thése instances where takeovers would take place. What I wish to point

out, however, is that the considered regulatory strategy would not attain the
undistorted choice objective. Rather, under the considered regulations the
outcomes of bids would be systematicélly distorted against bidders -- ﬁhat is,

in an opposite direction to the current distortions. | ”

To see this, examine the tender decision of a given shareholder under the
considered regulations, supposing that the shareholder's estimate of the
independent £argét's per share value is lower than the bid's price. Under the
considered regulations, the expected per share acquisitioh price is always
equal to the bid's price. Hence, according to the undistorted choice cbjective,
the shareholder should tender his shares. But, as explained below, the shareholder
might elect to hold out. |

The shareholder will presumably ignore the effect of his tender decision
on the bid's success, and will consider two cases: one in which the bid
sucéeeds, and one in which it fails. Supposing that the bid is goiﬁg to
succeed, thebéhareholder will be indifferent between tendering and holdiﬁg

'out, as the expected post-takeover value of minority shares is equal to the
bid's price. Thus, the shareholder will limit himself to the question of

whether in case the bid fails he will be better off tendering or holding out.:
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Now, the shareholder recognizes that his estimate of the independent

. target's value might be 1naccurate, and if he knew more about other shareholders
_estlmates he might revise his. If the bid fails, that will mean that most
shareholders have estimates which are higher not only than the shareholder's
estimate but also than the bid's price. Consequently, the shareholder might
conclude that in‘case the bid fails the market price of the independent target's
shares will likely exceed the bid's prrce, and that in such a case he will be
hence better off holding out his shares. To be sure, other shareholders'
estimates might also be similar to (or even lower than) the shareholder's
estimate; but then the bid will succeed, and this is a case to which the
shareholder will pay no attention (given the considered regulations). Thus,
vbecause under the considered regulatory approach the shareholder will 11m1t

- his considerations to the case in which the bid is going to fall he might not

. tender even though he judges the offered acquisition Price to be higher than
the independent target's value.

It might be worthwhilerto demonstrate the inadequacy of the considered
regulatory approach in an alternative way. To this end, I wish to suppose for
a moment that this regulatory approach would attain ohdistorted choice, and

- then show that this supposition leads to a contradiction. Supp051ng that the
con31dered regulations would attain undistorted choice implies that under the
regulations shareholders would hold out if and only if they view the independent
target’s.per share value as higher than the bid's price. Hence, a target

would remain independent if and only if most shareholders hold such a view.

. This in turn implies that the expected market price of the target's shares in
‘case the bid fails ﬁould exceed the bid's price. But this means that a share-
holder would find it in his interest to hold out even if his estimate of the
independent target's per share value is lower than the bid's price. And this
contradicts the initial supposition that shareholders' tender decisions would

be undistorted.
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C. Allowing Obstructing Defensive Tactics

In the face of a takeover bid, target managements often use obstructing
defensive tactics, such as litigation or creation of antitrust obstacles,
which prevent the bid, at least temporarily, from going to the shareholders.
The courts have thus far tolerated such obstructive tactics, and subjected
them to the highly liberal business judgment ruie. Recent academic gpinion,
however, has argued persuasively that such tactics should be prohibited, and
that management should never prevent sharehqlders from making their own decisions
as to whether a takeover bid will be accepted.gé/ |

The only argument that can be made for allowing obstructive tactics is
one based on the current distortions of shareholders' choice. Since'share-
holders' choices are distorted, it might be in their‘ihterest, és well as in
that of'secietﬁ, to prevent the decision from going to them. The problem of
distorted choice, we have seen, results from the absence of a sole owner and
the presence of a divided, dispersed ownership. Allowing pbstructive tactics,
it might be argued, gives management some veto power and thus enables it td
bargain'with potential acquirers as a sole owner would. Management,vit might
be hoped, will obstruct those takeover bids that do not offef én adequate
acquisition price.

Indeed, several commentators -- Jarrel, Lipton, Lowenstein, and G£eene‘
and Junewicz -- suggested that due to the current distortions of shareholder
choice it might be desirable to alleow cbstructing tactics, or at lease somé
such tactics.gé/ In my view, however,‘allowing obstructive tactics is a very

inadequate and costly way to deal with the distorted choice problem.

95/ See Easterbrook & Fischel, supra note 1; Gilson, supra note 1. I have

expressed my support for a ban on obstructing tactics in Bebchuk, supra note 7,
and Bebchuk, supra note 20.

96/ See Jarrel, supra note 8; Lipton, supra note 5; Lowenstein, supra note 5;
Greene & Junewicz, supra note 9. These authors differ in the extent of their
support for allowing obstructing tactics. Janel only pointed out that distor-
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First, even if managers were perfectly loyal agents of the shareholders,
allowing obstructive tactics would still be an extremely imperfect remedy. To
start with, obstructive tactiés are socially wasteful; litigation, for example,
involves large wasteful expenditures, and creating antitrust obstacles might
-produce an inefficient allocation of assets. More importantly, allowing
obstructive tactics hardly ensures that management will be able to block bids
whose acceptance is not value-maximizing. While obstructive tactics have a
substantial nuisance effect and oftep provide a delay, they commonly cannot

block the offer of a persistent bidder.gz/ And the factors that determine

whether obstructive tactics can prevent a given bid from proceeding -- such as
the likelihood of getting an antitrust injunction -- are uncorrelated with the

factors that determine whether rejection of the bid is indeed value-maximizing.
Second, managers are not perfectly loyal agents of the shareholders and
they might w¢11 abuse their power to obstruct bids. The interests of managers
and shareholders are unlikely to perfectlyrcoincide in the acquisition context,
and managers might pursue not only the shareholders' interests but'also their
own, private interests. Thus, management might refrain from obstructing an
inadequate offer by management's favorite acquisition partner -- a potential
buyer that promises management some attractive job prospects or side péyments.

Worst of all, management might elect to obstruct bids whose acceptance would

(footnote continued)

tions of shareholder choice might justify allowing obstructive tactics, but

did not take a position on the issue. Lipton would allow such tactics (subject
only to the very liberal test of the business judgment rule). Lowenstein
would allow such tactics subject to a shareholder vote of approval. Finally,
Greene and Junewicz would allow such tactics only in partial bids, to which
they believed the distorted choice problem is limited.

97/ See, e.g., Austin & Mandula, Tender Offer Trends in the 1980's, Mergers &
Acquisitions, Fall 1981, at 46-47.




be the shareholders' value-maximizing course of action. Management'might
choose to obstruct such an adequate bid in order to avoid a takebver altogether
and retain its independence§ or in order to extract side payments from the
obstructed bidder; or in order to pave the road for a rival bidder that offers
a lower acquisition price but a better deal for the managers.

The very real possibility that managers might choose to obstruct adequate
‘bids undermines the objective of attaining undistorted choice. For it implies
that a bidder might be unable to acquire the target e?en though a majority of
its shareholders view the offered acquisition price as higher than the independent
target's Valué. And the undistorted choice objective requirés that such‘a
bidder succeed in gaining contrcl: it is an integral part of the undistorted
choice objective that shareholder majority support be a sufficient coﬁdition
for a takeover.

In sum, allowing obstructive tactics involves wasteful expenditures and
does not move us even close to attaining the objective of undistorted choice.
Indeed, it might even move us away from attaining this objective. Obstructive
defensive tactics should therefore be prohibited, and we should seek other

ways to address the problem of target shareholders' distorted choice.

D. Relying on Charter Amendments by Potential Targets

In recent years various companies have adopted amendments to their articles
of incorporation that would make an acquisition of the company more difficult
or less desirable; examples are amendments that delay the process by which an
acquirer can replace the board of directors, amendments that require a takeout
to be approved by a supermajority, and amendments that prescribe a '"fair

98/

price" in a takeout.= Professor Carney, and Professors DeAngelo and Rice

98/ For a comprehensive survey and analysis of shark repellent amendments,
see Gilson, The Case Against Shark Repellent Amendments: Structural Limita-
tions on the Enabling Concept, 34, Stan.L.Rev. 775 (1982).
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suggested that such chartef amendments should be viewéd as a remedy, provided
by the market, tb the problems of distorted choice and unequal treatment.gg/
Shareholders, argued Carney and DeAngelo and Rice, can address these problems
by adopting appropriate shark repellent amendments.

Now,‘in Part V I shall identify the restrictions on bidders' behavior
that would be necessary to address the problems of distorted choice and unequal
. treatment, and I shall advocate regulations that would impose such restrictions.
Given the possibility of shark repellent amendments, the question naturally
arises whether we would not do best if we refrain from legal intervention, and
instead rely on targets to impose the desirable restrictions by adopting
appropriate shark repellent amendments. In my vigw, however, imposing the
necessary restrictions through regulation is the clearly preferrable apéroach,
'for the following reasons. |

First, and most importantly, charter amendments have to be initiated by
the management. And the managers are likely to be concerned not only with the
problems of distorted choice and unequal treatment, but also, and perhaps
mainly, with their own, private interests. Consequently, management is unlikely
to seek the optimal arrangements for ensuring undistorted chdice and equal
' treatment. In choosing the amendments it will initiate, mahagement might well
be strongly influenceqd by a desire to make a takeover more difficult and less
likely, or by a desire to give itself some veto power that will enable it to

- extract substantial side benefits from a potential buyer.lgg/ It is for this

99/ See Carney, supré note 7; DeAngelo and Rice, supra note 8.

100/ See Gilson, supra note 98. See also Coffee, supra note 7, at
1183-92. '
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reason that Professor Gilson suggested that shark repellent amendments be
prohibited.lgl/

Second, even supposing that managers are perfectly loyal and are interested
in adopting the optimal arrangements, it would not be generally possible to
adopt these arrangements through charter amendments. The optimal arrangements
will be delineated in the following Part, Part V. As will be seen, these
arrangements would have to impose certain restrictions on the process through
which bidders purchase shares from target shareholders. And current law makes
it very difficult; if not impossible, to régulate the transfer of shares in a
public corpofation through charter amendments.lgg/

Third, even supposing that the optimal arrangements could be adopted
through charter amendments, there seems to be no advantage in adopting these
~ arrangements through private initiative rathervthan through fegulation:

Private solutions are usually viewed as advantageous in a contexf wﬁére there
are differeﬁt situations that do not lend themselves to one uniform optimal
solution, and where private parties have superior information (vis-a-vis

public officias) about their particular circumstancés. In the present context,
however, the problems -- and, as will be seen, the appropriate remedies as

well -- can be analyzed in a general way. And since, és will be seen, the
optimal arréngement is ﬁniform across targets, there would be obvious advantages
to adopting_this arrangement in a centralized, regulatory way rather than
through numerous private initiatives. The regulatory approach would produce
economies of scale, save transaction and information costs, reduce.unéertainty;.

and make planning easier.

101/ See Gilson, supra note 98.

102/ See generally A. Frey, J. Choper, N. Leech & R. Morris, Caseé and
Materials on Corporations 523-540 (2nd ed., 1977). ‘
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Finally, it is worthwhile noting that, presumably due to the above three
reasons, antitakeover amendments have thus far fallen quite short of adequately
addressing the problems of distorted choice and unequal treatment. Many
companies have not adopted ény such amendments, and many others have adopted
amendments whose main effect is to eﬁtrench and strengthen the incumbent
management's position. And even in those instances where antitakeover amend-
ments do alleviate the problems of distorted choice and unequal treatment,
they usually do not address these problems as well as the optimal arrangements
would. Indeed, Carney, who put forward antitakeover amendments as a remédy,
admitted that they fall short of eliminating the current problems.lgé/

In sum, we should not reiy on the evolution of appropriate chafter amend-
ments to remedy the problems of distorted choice and unequal treatment. As
Gilson suggested, we should adopt a ban énrantitakeover amendments in order to

. prevent their use by self-serving managers seeking to entrench their position.
Instead of relying on charter amendments, we should identify the optimal
arrangements fof ensuring undisﬁorted choice and equal treatment, and then
prescribe these arrangemeﬁts through regulation. To the identification of

these optimal arrangements I shall now turn.

103/ See Carney, supra note 7, at



V. A PROPOSED REGULATORY FRAMEWORK

This Part puts forward a regulatory framework that would adequately
address the current problems of distorted choice and eéual treatment. Sec-
tion A outlines the proposed regulation, and Section B demonstrates that they
would attain undistorted choice and equal treatment. Section C then makes
several remarks concerning the design and operation of the proposed regulatibns.
Firally, Section D compares thé proposed regulations to the somewhat similar
arrangements prevailing in Britain.

The costs of the proposed regulations will be discussed in Part'VI; it
will be suggested there that the regulations would likely involve no Signifi—
cant social costs. Because the proposed regulations seem to provide the best
way of attaining the proposed objectives, the costs that the regulations wduld
entail might also be viewed as the costs of having undistorted choice and
equal treatment. It is for this reason that the discussion of the regulations'
costs is deferred to Part VI, which will comsider the desifability of undistortéd

choice and equal treatment.

A. The Proposed Regulations

The proposed regulafions would apply to all tender offers or exchange
offers by a prospective buyer seeking to acquire a controlling interest in a
target. The regulations would not apply to a tender offer or exchange offer
aimed at the acquisition of, say, 5% of a target's shares. Thelregulatidns
would hence have to include a specification of the fraction of a'targef;s
shares which would be assumed to provide a buyer with a "controlling interest."
A bidder seeking to purchase more target shares than the specified threshold
would fall under the proposed regulations. The crucial threshold should be

determined in such a way that a shareholders holding less than that threshold
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block would be generally unable to exercise a substantial measure of effective
‘control.

There might be of_course disagreement concerning the determination of the
ﬁhreshold level which should be assumed to enable effective control. For
concreteness I shall assume below that the chosen threshold level would be
that of 25% ownership.lgé/ This figure, I wish to emphasize, is only an example.
Déﬁermining the appropriate figure requires further analysis, and such analysis
might suggest a lower or higher figure. Such an analysis might also suggest
specifying different threshold levels for targets with different sizes.lgé/

The.proposed reguiations might be divided into two parts: those concern-
ing the treatment of tgndering shareholders, and those concerning the treatment .
of non-tendering shareholders. And it will be useful to describe them in this

order.

1. The Treatment of Tendering Shareholders
As was explained iﬁﬁfart III, at present a takeover mighf well take place
even if a majority of the target's shareholders prefer the bid to‘fail,A The
proposed rggulations concerning tendering shareholders would seek to ensure
that a térget willvbe taken over if and only if a ﬁajority of its shareholders
prefer a takeover to take place. As will be seen, this would contribute

substantially to attaining undistorted choice.

104/ The British City Code on Take-Overs and Mergers assumes that 309
ownership gives de facto control. See Panel on Take-Overs and Mergers,
The City Code on Take-Overs and Mergers 11 (rev.ed 1976) (hereinafter
cited as The City Code). The SEC's Advisory Committee suggested a

figure of 20%. The Committee reported, however, that there was "strong
disagreement" concerning this figure, and that there was some support

‘for 15% or even 10%. See Advisory Committee Report, supra note 10, at 23.

105/ See Greene & Junewicz, supra note 9, at 671. They suggest that the
fraction of a target's shares that is necessary for effective control
decreases as the size of the target increases.
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To understand how the proposed regulations would operate, it will be
useful to first recall the analysis of shareholders' current tender decisions.
At present, a given shareholder realizes that his tender decision will have
little or no effect on the likelihood of the bid's success. Consequently, his
decision will be little influenced by, and hence will not refléct,.his preference
concerning the bid's success. Moreover, the shareholder will not be able to
limit his tender to only one of the two possible cases (the one in which é«
takeover will take place, and the one in which it will not). By tenderingAthe
shareholder will permit the bidder to purchase his shares in both possible
cases, while holding out will mean that the shareholder will have to retain
his shares in Both cases.

The proposed regulations would enable shareholders to better express
their preferénces. First, the regulations would enable éhareholders'to better
specify the conditions under which they are willingvto have their shares |
acquired by the bidder. Specifically, shareholders would be able to pefmit
acquisition of their shares in case of a takeover but not in case the target
remains independent.

Second, in conjunction with the tendering of shares, shareholders wou1d<_
be able to separately indicate whether or not they would like the bid.to
succeed. Shareholders, for example, would be able to tender (and thus ensure
that in case of a takeover they will receive their prorata share of the acquisition
price) and.at the same time indicate that they prefer the target to remain
independent. With shareholders' preferences concerning a takeover elicited‘in
this way, the regulations would seek to ensure that a takeover would take
place if and onlyrif it 'is preferred by a majo;ity of the target's shareholdefs,

Turning to details, the medium through which shareholders.would be able
to express their preferences,(concerniﬁg both the treatment of their shares

and the bid's outcome) would be the letter of transmittal (tender form) which
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accompanies tendered shares. At present, tender forms (which bidders provide
to potential tenderors) generélly give the bidder an unconditional permission
to purchase the tenderor'é shéres, regardless of the bid's outcome. I propose
that tender forms should be formulated in such a way thaf a shareholder would
be able to express his possibly different answers to the following three
questions: (i) wduld he like his shares to be acquired in case the bid suc-
ceeds?; (ii) would he like his shares to be acquired in case the bid fails?;
andv(iii) would he like the bid to succeed or to fail?.

It might be initially thought that, to elicit the shareholders' prefer-
ences concerning these three issues, it would be necessary to have tender
forms inclﬁde three questions (or choices). Actually, at most two queétions
would be necessary. The reason for this is that all tendering shareholders
can be presumed.to wish to have their shares acquired in case of a takeover.
For one thing, as the expected post-takeover value of minority shares is
generally lower than the bid's price, shareholders will by and large wish to
havé their shares acquired in case of a takeover. The only reason as to why a
éﬁateholder might wish to end up with minority shares in a taken overitarget
is that the shareholder might wish for tax reasons to avoid selling his shares.
But such a shéreholder will presumably not wish to sell his shares also in
. case that the bid fails, and hence will hold out his shares altogether. |

Thus, tendering shareholders can be presumed to wish to have their shares
acquired in case of a takeover, and tender forms could hence start with a
statement permitting the bidder to purchase the tenderor's shares in case of a
takeover. Following this statment, tender forms would have to include the
following one or two questions;

One question that tender forms would always have to include‘would.seek to

tind whether the shareholder prefers the bid to fail or to succeed. To this
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end, the shareholder might be simply asked whether or not he approves a tékeover
(i.e., the bidder's purchasing of a controlling interest). The shareholder
would be able to answer this question either affirmatively or negatively,
presumably by marking an appropriate box. As will be explained below, sharéholders'
responses to this question would determine the Bid's fate. The response of
tendering shareholders to the question would divide them into two groups:

those who make approving tenders (give an affirmative answer ﬁb the question
whether or not they approve a takeover), and those Qho make disapproving
tenders. As will be seen, those who prefer the target to be taken over would
choose to make appréving tenders, andvthose who prefer the target to remain
independent would elect to make disapproving tenders. -

A bidder that would wish to have the option of purchasing some téndéred
shares in casé the‘bid fails would have to include in its tender form a second-
question. This second question would ask the tenderor whether or not he
permits the bidder to purchase.his shares in case a takeover does not take
place (that is, in case the bidder is not going to end up with a controlling
intereét). The tenderor's answer ﬁo this question would of course determine
how his shares would be treated in such a case. Again, a shareholder would be
able to give either an affirmative or a negative answer to this quéstion,
‘presumably by marking an appropriate box.

Under the proposed regulations, all shareholders who are aware of the bid
(with the exception of those who wish to retain their shares for tax reasoné)g.
would generally tender to a bid thét has a non-trivial chance of succeeding;
They would all wish to ensure that in case of a takeover they would not end up
with minority shares. And by tendering they would be able to ensure this, and
without necessarily helping the bid to succeed or permitting the bidder to

purchase their shares in case the target remains independent.



=-01=

Under the proposed regulations, however, the number of tendered shares
would not by itself determine the bid's success. The bid's success would de-
pend on shareholders' choices between tendering approvingly and disapprovingly.
The bidder, I propose, should be allowed to purchase a controlling interest in
the target only if it receives the specifiedrcrucial number of approving
ténders. At this stage, I shall assume that the requirement would be for the
bidder to receive approving tenders from a majority of the target's shares.
Later in this Part (Subsection C.3) I shall discuss possible modifications and
‘refinements of the required number of approving tenders.

Suppose, for example, that 90% of a target's éhareholders tender, with
70% making approving tenders and 20% making disapproving tenders. In this
case, the bidder would be able to purchase a controlling interest, and a
takeover would take place. Note that all the tendering shareholders, including
.those who make disapproving ténders, express their wish to have their shares
apquired in case of a takeover. In purchasing shares the successful'bidder
~ would have to treat all these tendering shareholders equally. If the bid is
for all shares the bidder would purchase all tendered shares, thle in a
partial bid a proration would take place.

Suppose, however, that 70% of the shareholders make disapproving tenders
and only 20% make approving tenders. 1In this case, the bidder would be unable
to purchase a controlling interest in the target. The bidder might still be
able to purchase a non-controlling block; to this end the bidder might purchase
shares of those tenderors who (by answeriﬁg affirmatively the tendér form's
second question) permitted the bidder to purchase their shares in case that
the bid fails. The bidder would have to treat all such shareholders equally.

That is, if more shares would be available to the bidder than it would wish or



be able to purchase for its non-controlling block, a proration would take

place.lgé/

2. The Treatment of Non-Tendering Shareholders

As explained above, the proposed regulations concefning the treatment of
tendering shareholders would curtail the incidence of non-teﬁdering shareholders
in successful bids. Shareholders who are aware of a bid which has a non—trivial
chance of succeeding would by and large tender, at least iﬁ order to secure
receiving their profata share in case of a takeover. Still? there would
remain some incidence of non-tendering shareholders; for one thing, there
would be some shareholders who would lack an opportunity to tender. = The
regulations that I outline below would regulate the treatment of such non-ten- -
dering shareholders in case of a takeover.

| The proposed regulations would enable non-tendering shareholders to
receive in case of a takeover something close to their prorata share of the
acquisition price. These regulations would'obviously serve to attain an
approximately equal treatment of the target's shareholders. Moreover, as will:
be seen, these reéulations would also contribute to attaining undistorted
choice. An expected proraté division would be necessary to ensure that ten-
dering shareholders would prefer a takeover -- and hence would make approving
tenders -- if and only if they would view the expected acquisition price as

higher than the independent target's value.

106/ It would be possible that the bidder would fail to receive the re-
quired majority of approving tenders, but that more than 25% of the
shareholders would permit the bidder to purchase their shares in case

that the bid fails. In this case, the bidder would of course be prevented
from buying all the shares of these shareholders, and would have to

limit its purchases to at most 25% of the target's shares.
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It should be emphasized that the proposed regulations would not provide
. non-tendering shareholders of a taken over target with exactly their prorata

share of the acquisition price, but rather with slightly less than that.

Maintaining such a small gap will be seen to be necessary in order to provide
shareholders who are aware of a bid with an incentive to tender (whether

‘approvingly or disapprovingly).

‘a. Regulating Immediate Takeouts

Following the takeover, a bidder that wishes to buy all of the target's
sharés might proceed to effect an immediate takeout. The»proposed regulations
would ensure that the value of the takeout consideration would be close to
" that of the bid's price.

An immediate takeout should take place within three monthé after the
- takeover. Minority shareholders should be paid with the same mix of cash and
securities uéed to pay for tendered shares, and the takeout consideration
should have a nominal value equal to the bid's price.lgz/ This implies that the -
- real value of the takeout consideration would be slightly lower than that of
the conéideration that would be paid for shares acquired on tender. For the
takeout consideration would be paid three months after the takeover, and a
‘bdelay of three months in receiving a given nominal amount involves a loss of

interest of about (given current interest rates) two-three percentage points.

107/ 1If the bid's consideration would be fully in cash, the takeout
consideration would be simply the same amount of cash per share. When
the bid's consideration would include a securities component, some
special rules would be necessary. .

The need to use the same mix of cash and securities in both the bid
and the takeout would impose no efficiency costs once the Advisory
. Committee's recommendation to facilitate exchange offers is adopted.
The SEC stated that it will follow this recommendation. See Statement
of Shad, supra note 11, at 86,678-79.
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Once the proposed regulations are introduced, taken out minority shareholders

should not be able to demand, on the basis of appraisal rights or otherwise; a
takeout consideration higher than the one préscribed bj the regulatibns. Thét
is, the regulations would not merely establish a floor, but rather would
totally determine the takeout consideration. As already noted, non-tendering
shareholders should expect to receive a value slightly less than the-bid's
consideration; they should have no reason to expect that in caée of a takeover
they will be better‘off than, or even as well as, tendering shareholders.
Otherwise, shareholders who are aware of the bid would be induced to hold ouﬁ‘

their shares.

b. Providing Redemption Rights

The described takeout regulations would ensure that when a takeover is
followed by an immediate takeout non-tendering shareholders would.end up with
close to their prorata share of the acquisition price.' But, of course; a
successful bidder might elect not to gffect an.immediate takeout. In suchra
case, I propose, non-tendering shareholders should be provided with rede@ptipn
rights which would ensure that they would be able, if they would so wish, to
receive something close to their prorata sharé acquisition price. Again,
maintaining a slight gap between what non-tendering shareholders and tenderigg
shareholders would end up with would be necessary in order to provide share-
holders with an incentive to tender (whether approvingly or disapprovingly).

To exercise their redemption rights, non-tendering shareholders'wou1d
have to submit their shares to the acquirer for redemptioﬁ within three months
after the takeover. At this time, three months after the takeover, the acquirer
would pay the prescribed redemption consideration for submitted shares that it,‘

would redeem. As will be explained below, in a bid for all shares the bidder
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would have to redeem all submitted shares, while in a partial bid the bidder
:woula usually have to redeem only a fraction of the submitted shareé. In both
cases‘the consideration paid for redeemed shares would have to be paid in the
same mix of cash and securitiés used to pay for shares purchased on.tender,
and it would Ee required to have a nominal value equal to the bid's price.
Thus, the real value of the redemption consideration would be slightly lower
than that of the bid's consideration.

Whether the bidder would have to redeem all or only some of the submitted
shares would depend, as just nofed, on whether the bid is for all shares or
partial. Consider first theAcase of a bid for all shares. In such a case,
which is one where the bidder expressed a willingness to purchase all of the
target's shares, non-tendering shareholders should have the option to redeem
éll of their shéres for the prescribed redemption consideration. Note that in
a successful bid for all shareé tendering shareholders would have all their
shares purchased for the bid's price. Thus, enabling non-tendering shareholders
‘to redeem all their shares for the prescribed redemption consideration would
enable them to end up with a per share value close to that per share value
with which tendering shareholders would end up. |

Consider now the‘case of a partial bid, which is oﬁe where the bidder
- explicitly stated its wish to limif'its purchases to a limited fraction of the
'farget's shéres, say 60%. In such a case, the rules concerning redemption
rights would not require the bidder to end up with more than 60% of the target's’
shares. vAt the éame time, the rules would ensure thét non-tendering share-
holders would be able to receive something close to their prorata share of the
acquisition price. To this end, the redemption proration ratio should be the
same as the bid's proration ratio -- that is; the fraction of shares submitted
by non-tendering shareholders for redemption that would be purchased for the

redemption consideration would have to be the same as the fraction of tendered



shares that would be purchased for the bid's consideration. The identity
between the bid's proration ratio and the redemption ratio would ensure that
non-tendering shareholders would be able to end up with a per share value
close to that per share value with which tendering shareholders would end
up.lgﬁ/

Finally, I wish to emphasize that the rules concerning redemption rights
should be designed so that all non-tendering shareholders would have a genuine
opportunity to take advantage of these rights. To this end, the acquirer
should be reéuired to furnish all minority shareholders (say, within six weeks
after the takeover) with a written notice about the takeover, the acquirer's

decision not to effect an immediate takeout, and the redemption option avail-

108/ Of course, the required identity between the two proration ratios will
not be totally finalized until the total number of tendered shares and shares
submitted for redemption is established. Until then it cannot be determined
with precision which proration ratio will lead to the bidder's purchasing 60%
of the target's shares. While the proration ratio will not be finalized until
the redemption rights' expiration date, however, it is clear that it will be
at least 60%; consequently, the bidder will be able upon the bid's expiration
to purchase and pay for most of the tendered shares it will eventually end up
purchasing. :

The schedule of the successful bidder's paying for and purchasing shares
will consequently look as follows. Following the successful bid's expiration, .
the bidder will purchase, and pay the bid's price for, at least 60% of the
shares that were tendered either unconditionally or conditionally; and the
bidder will continue to hold the rest of the tendered shares until the pro-
ration ratio is finalized. The bidder will be required to purchase and pay
for at least 60% of the tendered shares because the proration ratio will be at
least 60% even if all the non-tendering shareholders exercise their redemption
rights. The proration ratio will be determined at the end of the three-months
period for exercising redemption rights; supposing that the shares submitted
for redemption and those tendered either unconditicnally or conditionally add
up to 90% of the target's shares, the proration ratio will be 66.6%. The -
bidder will then purchase 66.6% of all shares submitted for redemption, and
that fraction of the shares that were tendered which is necessary to bring the
purchased fraction of such shares up to 66.6%; and the bidder will then return
all unacquired shares. . '
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able to them.lgg/

‘This notice, and the three month period for exercising redemp-
tion rights, would enable virtually all minority shareholders to take advantage

of their redemption rights.

B. Effectiveness in Attaining

Undistorted Choice and Equal Treatment

1. Undistorted Choice

I wish first to boint out that under the proposed regulations the vast
majority of a target's shareholders would tender their shares; Consider the
position of a shareholder whd.is aware of the bid, and who does not have
cbmpelling tax reasoné for avoiding a sale of his shares. If the shareholder
wishes to have his shares acquired for the bid's price whether or not the bid
succeeds, then he will clearly elect to tender (and he will permit the bidder to
purchase his shares in case that thé bid fails). But even supposing that the
shareholder wishes to have his shares acquired only in case of a takeover, he
will still elect to tender (giving no permission to purchase his shares in
case that the bid fails), in order to ensure receiving his prorata share in
case of a takeover. To be sure,'the regulations concerning non-tendering
shéreholderé would ensure that if the shareholder holds out and a takeover
" takes piace, he would be still able to secure something close to his prorata
“share. Still, in case of a takeover holding out would lead, in comparison to
tendering, to losing a three-months-interest of (about) three percent.

I wish ndw to point out that under the proposed regulations tendering

shareholders' choices would be undistorted. That is, a tendering shareholder

109/ To facilitate a fully informed decision by minority shareholders,
the acquirer might also be required to include in, its notice certain
specified information concerning the hazards involved in holding minor-
ity shares.
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would elect to make an approving tender if and only if he views the expected
acquisition price as higher than the independent target's éalue. To demonstrate
this, I shall show below that under the proposed regulations the following two
conditions would hold: (i) a tendering shareholder would tender approvingly-

if and only if he would prefer a takeover to take place; and (ii) a tenderiﬁg
shareholder would prefer a takeover to ﬁake place if and only if he‘views the
expected acquisition price as higher than the independent target's vaiue.

It is easy to see that under the proposed regulations a tendering share-
holder would elect to tender approvingly if and only if he would prefer the'
‘target to be taken ovei, The shareholder's choice between making an approving
tender and a disapproving one will metter only if his decision is pivotal --
that is, if there wouldAbe a majority of approving tenders with his approving
tender but not without it. In such a case, his making an approving tender
would lead to a takeover, while his making a disapproving tender would lead to
the bid's failure and preserve the target's independence. Consequently, he
would choose to make an approving tender if and only if he would prefer a
takeover to take place.

Similarly, it is also‘easy to see that under the proposed regulations a
tendering shareholder would prefer a takeover to take place if and only if he
views the expected acquisition price as higher than the independent target's
value. The reason for this is that under the proposed fegulations a tendering
shareholder would expect to end up in case of a takeover with his prorata
share of the acquisition price. At present, tendering shareholdere can expect
to end up in case of a takeover with considerably more than their prorata
share of the acquisition price; for non-tendering shareholders, who ere generally
present in substantial numbers, are currently expected to end up with considerably
less than their prorata share. Under the proposed regulations, however, tﬁié

would change: as will be presently demonstrated, the proposed regulations
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would lead to a roughly equal division of the acquisition price in case of a
tékeover, and hence tendering shareholders wouid no more expect to receive
more than their pro rata share. Consequently, a tendering shareholder would
‘ prefer that a takeover take place if and only if he would view the acquisition
frice as higher than the independent target's value.llg/ |

In sum, under the proposed regulations the great majority of a target's
shareholders would tender their shares to the bid, and teﬁdering shareholders
- would tender approvingly if and only if they view the expected acquisition
- price as higher than the independent target's value. It follows that the
proposed regulations would bring us fairly close to attaining the undistorted
choice objective.

While the proposed regulations would bring us very close to attaining
undistorted choice, they might not do a "perfect” job. One reason for this ig
_that while most garget shareholders would tender their shares, some would.not-

and hence their estimates of the independent target's value would not count.

Another reason is that some tendering shareholders, in choosing between tendering

110/ I wish to point out that the proposed regulations would not lead to
a problem that I discussed, see Part III, Subsection C.3, when I demon-
strated that eliminating the gap between the bid's price and the expected
post-takeover value of minority shares would not attain undistorted
choice. Once this gap is eliminated, I pointed out, a shareholder's
tender decision would not be based on his estimate of the independent
.target's value. For his decision would matter only in case most share-
holders hold out and the bid fails. And his estimate conditional on the
. occurrence of this case is higher than his unconditional estimate of the
* independent target's value.

In contrast, under the proposed regulations a shareholder's choice
between making an approving tender and making a disapproving one would
matter only in case the shareholders are roughly split on the question
whether or not the expected acquisition price exceeds the independent
target's value. Consequently, in making his choice the shareholder will
base his decision on his estimate of the independent target's value
rather than on the significantly revised estimate.



approvingly and disapprovingly, might have goals other than maximiZing the
value of their shares. Both these (limited) problems will be considered in
Section C.3, where I shall discuss modifying the required number of approving
tenders in order to perfect the regulations' effectiveness.

2. Equal Treatment

The proposed regulations would pratically attain the equal treatment
objective. In case of a takeover, all shareholders who wish to receive their
prorata share of the acquisition price would be able to get it, or at least
something close to it. The proposed regulations would signficantly increase
the proportion of tendering shareholders in successful bids, and these sharvé-=
holders would be all treated with perfect equality. And as to the remaining‘
non-tendering shareholders, the proposed regulations would ensure that they
would be able to receive, if they would éo wish,‘soﬁething close to their
prdrata sharé of the acquisition price.lll/

Another way to sho% the proposed regulations' effectiveness in attaining
equal treatment is by reference to the current unequal treatment. As I pointed'
out, in current takeovers there are two significant groups of non-tendering
shareholders who would like to receive their prorata share of the acquisition
price but end up with all their sﬁares becoming minority shares: (i) shareholders

who hoped that the bid would fail, and wished to retain their shares in such a

case; and (ii) shareholders who had no opportunity to temder. As to members of

111/ To be sure, in those instances where an acquirer would not effect an
immediate takeout, there would possibly be some shareholders who would end up
with less than their prorata share -- shareholders who for tax reasons would
prefer not to exercise their redemption rights. These shareholders, however,
would be ones who, fully aware of the takeover and of their redemption rights,
would choose to retain their minority shares rather than receive their prorata.
share of the acquisition price.
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group (i), under the proposed regulations they would be able to tender without
permitting the bidder to purchase their shares in case that the bid féils;
consequently, they would end up in case of a takeover with the same per share
value as all tendering shareholders. And as to members of group (ii), the
proposed regulatiqns concerning non-tendering éhareholders would ensure that
they would be able to secﬁre, if they would so wish, sqmething close to their
prorata share of the acquisition price.

Finally, it'might be worthwhile highlighting again the link between the
equal tréatmént that the proposed regulations would secure and the undistorted
choice that the& would attain. Because under the propqsed regulations the

.acquisition price in case of a takeover would be expected to be divided prerata,
tendering shareholders would not expect to receive in case of a takeover more
than their prorata share. And this would induce tendering shareholders to
tender approvingly if and only if they view the expected acquisition price as
higher than the independent target's value. Thus, the equal treatment that

- the proposed regulations would secure would be instrumental to their attaining

undistorted choice.

C. Remarks on the Design and

Performance of the Proposed Regulatioﬁ5

The purpose of the remarks below is to highlight and discuss some signi-
 ficant aspect concerning the design, operation, performance, and possible

- modification of the proposed regulations.

1. The Knife's Edge Problem

As explained above, under the proposed regulations a shareholder's choice
between tendering approvingly and disapprovingly would affect his position

only in the very-low-likelihood case that his choice would prove decisive for
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the bid's success. It is indeed this fact which would ensure that fhe share-
holder's choice would be an undistorted one. The fact that a shareholder's
choice (between tendering approvingly and disapprovingly) would have an effect
only with alvery low likelihood, however, might lead some to be concernéd that
shareholders would have no incentive to make that choice, or at least no
incentive to make it in an informed way.

Specifically, there are two concerns that need to be addressed. The
first concern that I wish torconsider is that sharehol&ers would have no
incentive to respond to the question (posed to them on tender forms) whether_
or not they approve a takeover. This concern is similar to ones that épe
expressed in other contexts -- such as the concern that shareholders ha&e no
real incentiQe to vote in a proxy contest, or the concern that citizens have
no real incentive to vote in political elections. While this kind of concern
is valid in these latter contexts, however, it is not justified in fhe’contest
of the proposed regulations.

Voting in a proxy contest or in political elections involves nén-negligible
"transactions costs." It is the presence of these costs which leads to the
concern that, given the very low likelihood of affecting the outcome, some
potential voters would be unwilling to.bear these costs and vote. In contrast,
under the proposed regulations tendering shareholders would have to bear no
extra transaction costs in order to register their approvai or disapproval of-
the bid. These shareholders would not be tendering in order to register their
approval or disapproval, but rather in order to ensure that their shares will
be acquired in case of a takeover (and possibly also in order to allow thé
bidder to acquire their shares in case that the bid fails). And fof these ten-

dering shareholders -- who would be tendering their shares with an accompanying
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tender form anyway -- all that fegistering approval or disapproval would
involve is'marking an appropriate box on the tendgr‘fdrm.llg/

Thus, tendering shareholders would have no reason to refrain from regis—
tering their approval or disapproval of a takeover. ‘This still leaves the
second concern that has to be considered: would shareholders have ai&ﬂreal
iﬁcentive to form a serious, informed judgment about the independent target's
value? Now, to be suré, a shareholder would have no real incentive to devote
time and resources for the sole purpose of improving the quality of his choice
between tendering approvingly and disapprovingly. Thus, the considered concern

would be totally justified if improving that choice were the only reason as to
why shareholders would wish to form a judgment about the independent target's
value. This is not the case, however.

The question of the target'é value is of great interest to all of the
target's sharéholdérs. It is important to their initial decision to buy the
target's stock, aﬂd to their continuous decision to retain, rather than sell,
their shares. Of course, sophisticated investors might devote more resources
than unsophisticated investors do to studying the target's value and to updating
their estimate. But all shareholders‘form some guiding estimates of the
target's value. And éhe shareholders would use these estimates in making

their choice between tendering approvingly and disapprovingly.

2.  Superiority to a Separate Vote
Under the proposed regulétion, a takeover would essentially require an
expression of approval by a majority of the target's shareholders. This

approval would not have to be obtained in a separate vote, however, but rather

112/ And if one is still concerned that shareholders would not bother to
answer the question whether or not they approve the bid, it is possible to
prescribe that tender forms would not be valid (i.e., the shares would not be
considered to be tendered) if they do not contain an answer to this question.
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in conjunction with the tendering of shares by shareholders. 1 wish now to
point out the advantages of the proposed approach to an arrangement that would
require a separ;te vote of approvai.

An arrangement which would require a separate vote of approval as a
condition for a takeover would roughly operate as follows. A bidder seeking
to acquire a controlling interest would have to submit his bid to a vote by
the target's shareholders and to obtain a majority appfoval. The vote's
result would become known before shareholders would have to irrevocably make
their tender decisions. When the bidder would fail to obtain the necessary
majority approval, it would be prevented from purchasing a controlling block;
shareholders would then tender their shares only if they would.like to have
them acquired in case that the bidder elects to purchase a non—c&ntrolling
block. When the bidder would succeed in obtaining ﬁhe necessary majority
approval, it would Be allowed to acquire a controlling interest. Shareholders
who are aware of the bid would then correctly assume that a‘takeoverAwquld |
take place, and would by and large tender their shares. And in case of a
takeover, regulations concerning immediate takeouts and redemption rights
would ensure that non-tendering shareholders would be éble to secure something
close to their prorata share of the acquisition price,llé/

There are three reasons as to why I find the pioposed reguiations superior
to an arraﬁgement based on a separate vote, like the one descriﬁed above.

First, many shareholders who are aware of a bid‘might well elect not to par-

ticipate in a separate vote (whether or not they prefer the bid to succeed).

113/ Ohio recently adopted a separate vote arrangement, but without the
necessary accompanying regulations concerning non-tendering shareholders.
See Ohio Rev. Code. Ann. §1701.83.1 (Page Supp. 1982). The Ohio statute
might well be unconstitutional in light of Edgar v. MITE Corp., 457 U.S.
624 (1982).
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For a shareholder's vote would have a very low likelihood of affecting the
vote's outcome, and casting the vote would involve non-negligible transaction
costs. As explained above, however, such a problem would not exist under the
proposed regulations. Under these regulations, tendering shareholders would
be able to register their approval or disapproval of the bid without bearing
any éxtra transaction costs (beyond those involved in tendering).

Second, shareholders' choice between tendering approvingly and disapprov-
ingly would be likely better informed than the choice that they would make in
a separate vote‘arrangement between voting in fayor of a takeover and voting
against it. Under the proposed regulations, tendering shareholders would
choose between approving or disapproving a takeover at the same time that they
would be choosing whether or not to pefmit the bidder to.acquire their shares
in case that the bid fails. Unlike the former choice, the latter choice would
have a significant likelihood of affeéting the shareholder's position. Con-
sequently, shareholders might devote time and resources to figure out whether
or not they would be better off retaining their shares in case the bid fails.
In making this decision shareholders would study the indepeﬁdent térget's per
share vaiue, and this study would inform, and hence improve, the choice that
theyIWOuId be making at the same time between tendering approvingly and dis-
-approvingly, |

Third, requiring a separate vote of approval would make the acquisition
process more incbnvenient, less economical, and ﬁnnecessarily slow. Under the
proposed regulations shareholders would have to send materials only once, as
the expression of approval or disapproval would be done in conjﬁnction with
the tendering of shares. 1In contrast, a separate vote might fequire share-
holders to act twice ~- once to case a vote, and possibly again to tender
fheir shares. The tWo;stage process of a separate vote would not only involve

higher transaction costs but would also cause a delay in consummating acquisitions.



And as long as the choice of the target's shareholders is undistorted, prompt

consummation of acquisitions is desirable.

3. The Required Number of Approving Tenders

Thus far I have assumed that the regulations would allow bidders to
purchase a controlling‘interest only if they would attract approving tenders
from a majofity of the target's shareholders. I wish now to discuss possible
refinements of the required number of approving tenders. The aim of such
possible refinements would be to perfect the effectiveness of the proposed
regulations in attaining undistorted choice. 1In particular, there afe two
problems that should be considered: the possible presence of nantendering
‘shareholders, and the possibility of the bidder's owning some pre-bid (non-
controlling) stake in the target.

Let us first consider the problem of the presence of non~-tendering share-
holders. Suppose that the bidder owns no shares in the target, that 90% of
the shareholders tender their shares, and that 10% do not. Suppose further
that 48% of the shareholders (i.e., 53% of the tendering shareholders) make
approving tenders. Requiring the bidder to attract approving tenders from a
majority of the target's shareholders would lead to the considered bid;s -
failure. Now, according to the undistorted choice objective the bid should
fail if and only if a majority of the target's shareholders view the expected
acquisition price as lower than the independent target's value. Whether of
not the bid's failure is socially desirable thus depends on our assumptions
concerning the judgments of the 10% non-tendering shareholders.

The non-tendering shareholders presumably held out their shares not .
because of their high estimates of the independent target's value but due to
either a lack of an opportunity to tender or special tax circumstances; under

the proposed regulations, a high estimate of the independent target's value
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would by itself lead a shareholder not to hold out but rather to make a dis-
approving tender. Thus, there is no reason whatsoever to assume that the 10%
- non-tendering shareholders estimate the independent target s value to be
'ihlgher than the expected acquisition price. Indeed, there is no reason to
assume that the distribution of estimates among the 10% non-tendering share-
holders is radically different from, or even dissimilar to, the distribution
of estimates among the 90% tendering shareholders.

It follows that requiring the bidder to receive approving tenders from a
‘majority of the target's shareholders (i.e., 56% of the tendering shareholaers
in the considered case) would likely inﬁroduce.a slight Bias against the
bidder. Rather, it seems to me that it would be better to require the bidder
toAéttract approving tenders only from a majority of the tendering shareholders
(i.e., from 45% of the target's shareholders in the considered case). Assuming
that the distribution of estimates among the 90% tendering shareholders is
fairly representative of the distribution of estimates among all of the target's
shareholders, such a modification would produce outcomes that best approximate
‘ those that are suggested by the undistorted choice objective.

Let us now consider the issue of the bidder's initial shareholdings in
the target. Suppose that the bidder initially controls, through a wholly-owned
or partially-owned subsidiary, 10% of the target's shares. Under the present
" takeover rules, the bidder would have no reason to have these shares tendered
to itself. However, if the bid's success would dépend on receiving a given
number of'approving tenders, the bidder would lead its subsidiary to tender
its shares approvingly to the bidder. The question is whether such approving
tenders should count, and in my view they should not. The bidder, it seems to
me, should bevrequifed to attract approving tenders from a majority of the

"disinterested" tendering shareholders.
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Under the proposed regulations, I explained, a tendering shareholder
would make an approving tender if and only if the shareholder prefersAa take-
over to take place. Now, a "disinterested" shareholder's breference concerning
a takeover_would be determined by the sole objective of maximizing the value
to himself of his shareholdings. Consequently, under the proposed regulations
such a shareholder would prefer a takeover if and only if he views the expected
acquisition price as higher than the independent target;s value. Thus, a
"disinterested" shareholder's éhoice between making an approving tender aﬁd a i
disapproving tender would reflect the shareholdér's judgment as to how the
above two values compare.

in contrast, the considerations that would gﬁide the decisions that the
bidder would make qua sharehclder would not be limited to maximizing the Vélue
of his initial shareholdings. In particular, the bidder would clearly prefer
the bid to succeed (otherwise it would not have made the bid), no matter how
high the bidder's esfimate of the independent target's value. Conséquently,
an approving tender by the bidder would not necessarlly reflect the bidder's
judgment as to how the offered acqulsltlon prlce compares with the independent
target's value. It is for this reason that I propose that approving tenders
of shares controlled directly or indirectly by the bidder should not count,
and that the bidder should be required to attract approving tenders from a

majority of the disinterested tendering shareholders.llé/

114/ Note that it would be still quite profitable for a prospective
bidder to make secret pre-bid purchases of the target's shares. (The
bidder can purchase up to 5% of the target's shares without being re-
quired by the Williams Act to disclose it purchases. See 15 U.S.C.
§78n(d)(1)(1976)). To be sure, under the proposed regulations such
purchases would not increase the likelihood of the bid's success (nor
should they). But the purchases would in all likelihood enable the

_ bidder to make a substantial gain, whether its bid succeeds (in which
case the bidder would save the acquisition premium on the stock it
already owns) or fails (in which case the market price of the target's
shares would likely be significantly higher than the pre-bld price).
See Bebchuk, supra note 7, at 1035.
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Another issue that I wish to raise is the question whether the category
of "interested" shareholders should be expanded beyond the bidder and its
subsidiaries. There might be other shareholders whose preferences concerning
a takeover are governed by considerations other than maximizing the value of
.their shareholdings. In particular, the target's managers might prefer the
bid to fail -- and consequently might make disapproving tenders with whatever
shares they own -- even if they view the expected acquisition price as higher
than the independent target's value.

In sum, it seems that we would do best to require the bidder to attract
approving tenders not from a majority of the target's shareholders but rather
from a majority of the disinterested teﬁdefing shareholders. But in any
event, the precise determination of the required number of approving tenderé

is not central to my thesis, and can be left open at this stage.llé/

4, The Proposed Regulations and Partial Acquisitions

At present, many bidders seek to purchase only aflimited fraction of the
target's shares. And there have been proposals to seek a remedy to the current
problem by prohibiting or penalizing partial bids.llé/ As I noted, however,

various commentators, the SEC's Advisory Committee, and the SEC expressed the

view that partial bids might serve socially beneficial purposes, and that

115/ The choice among the various plausible versions is not of great
practical significance. In most instances, the different versions would
not lead to different outcomes. They would lead to different outcomes
only in case that the shareholders would be roughly split in their views
as to how the expected acquisiton price compares with the independent
target's value. And in such a case, the difference between the two
possible outcomes in terms of efficiency would likely be small.

116/ See Part IV, Section A.
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prohibiting or penalizing partial bids would thus produce social costs. I
wish therefore to point out that the proposed regulations would not p%ohibip --
nor in any way penalize -- partial bids. The regulations would only ensure
that the choice of a target's shareholders to sell a controlling interest in
their company would be an undistorted one.

Now, I have already expressed my view that the social desirability of ,
enabling partial acquisitions has been overétated, and that the efficiency
gains that partial acqusitions produce are quite 1imited.llzj Nonetheless, as
long as we can enéure undistorted choice without barring or‘penalizing partial
bids, it would be desirable to allow bidders to make such bids. And it is_
thus a virtue of the proposed regulations that they would do exactly that.

Under the proposed régulations, bidders would be‘free to set any limit
they wish on the amount of shares that they would acquire. A bidder seeking
to purchase a non-controlling block would of course be exempt from the proposed
regulations. And a bidder seeking to purchase a controlling interest would be
free to determine the size of the controlling interest that it would seek.

The regulations would only: (i) require the bidder to attract the required
number of approving tenders; and (ii) ensure that all shareholders would be’
able to have the same fraction of their shares acquired for the bid's price or
something close to it. ’

Consequently, the proposed regulation would not prevent any socially
beneficial partial acquistions from taking place. Under the proposgd regu-
lations, the bidder would fail only if a majority of the target's shareholders
view the expected acquisition price (the aﬁpropfiately weighted average ofbthe

bid's price and the expected post-takeover value of minority shares) as lower

117/ See the discussion in supra note 85.
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than the independent target's per share value. And in such a case the bid's
.failure would indeed be socially desirable.

| Conversely, under the proposed regulations bidders would make partial

bids whenevef a partial acquisition would be more efficient than a complete
acquisition. When a partial acquisition would be more efficient, the bidder
would.be able to offer a higher expected per share acquisition price in a
partial bid than iﬁ a bid for all shares; conseqﬁently, since under the proposed
regulations the bid's success would depend on the offered acquisition price,

the bidder would elect in such a case to make a partial bid.

5.  The Proposed Regulations and Shareholders'
Freedom to Sell Their Shares

The free transferrability of shares is one of the.important features of
the modern public corporation. I wish therefore to examine the extent to
which the proposed regulations wouid restrict shareholders' freedom to sell
their shares. As I shall point out, the restrictions on alienation that the
~ proposed regulations would involve are both quite limited and, more importantly,
quite justified.

The only part of the proposed regulations that might involve restrictions
on alienation is the one which would prohibit the bidder from purchasing a
‘ controlling interest in case it would not attract the required number of

18/

approving tenders.l—— For the concreteness of the discussion below, let us
,suppose-that the controlling interest threshold is specified at 25% of the

target's shares;‘and that the required fraction of approving tenders is specified

118/ The other elements of the proposed regulations would enable ten-
dering shareholders to specify the conditions under which they would be
willing to have their shares acquired, and would enable non-tendering
shareholders to secure something close to their prorata share of the
acquisition price. Whatever the merits of these rules, they would
involve no restrictions on alienation.
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at 50% of the target's shares. As will be presently seen, the only situation
in which the considered rule would actually involve a restriction on alienation
is when the shareholders who make approving tenders constitute more than 25%,v
but less than 50%, of the target's shareholders.

Suppose first that more than 50% of the target's shareholders make approving
tendefs._ In this case, the regulations would allow the bidder to purchase as |
many shares as it wishes; the regulations woqld only require the bidder (iﬁ
case the bid is partial) to enable all the shareholders to have fhe same
fraction of their shares acquired for the bid's price. Note that in the
considered case, the majority would be practically forcing those who méke
disapproving tenders to sell their shares. Of course, the proposed regulations
would enable the shareholders who make disapproving tenders to get their
prorata share of the acquisition price; and given that a takeover is going to -
take place, these shareholders would definitely prefer to have their shares
acquired than to have them become minority shares. But these sharehdldéfé
would most of all prefer to retain shares in the independent target, an option
which would be ruled ocut for them by the majority's decisions. Thus, in the
considered case, the majority would have the freedom to sell their shares,
while the minority would have to give up its wish to continue the target's
independent existence.

Suppose now that less than 25% of the target's shareholders make approv-
ing tenders. Again, the regulations would not impose any restrictions on
alienation. To be sure, the bidder would not be able to purchase a control-
ling interest. But, then, the very fact that less than 25% of the shareh&ldérs
have made approving tenders implies that there is no group of shareholders who
among theméelves hold the Sougﬁt controlling interest and who would wish to

enable the bidder to acquire it.
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Thus, the proposed regulétions would limit shareholders' freedom to sell
theif shares only‘in case that the fraction of shareholders making approving
tenders is higher than 25% but lower than 50%. Hence, it would be possible to
eliminate any restrictions on alienation by modifying the proposed regulations
to allow a bidder to purchase a controlling interest whenever 259% or more of
the shareholders make approving tenders. In my view, however, such a modifi-
cation would be undesirable, as it would enable a bidder to gain control
whenever 25% of the shareholders (rather than a majority) view the expected
acquisition price as appropriate. As I explain below, when approving tenders
are made by shareholders constituting between 25% and 50% of the target's
shareholders; limiting the bidder's purchases to less than 25% of the shares
is quite warranted.

Let us rgcall the already emphasized distinction between the acquisition
of a non-controlling block and the acquisition of a controlling one.llg/ When a
Buyer purchases a non-controlling block of shares from a single shareholder or
a group of shareholders, all that happens is that some shares change hands:
‘the acquisition does not change the nature of the target's bwnership or the
allocation of its assets, nof does it affect the position of non-selling
shareholders. In such a case, the selling shareholders' wish to sell their
shares in no way confliéts with the wish of the non-selling shareholders to
retain shgres in an independent target. The two groups can both have their
way.

Thus, Qhen a buyer seeks to acquire é non-controlling block, the case for
a freedom of transfer is compelling. There is no reason to prevent a saie by
a willing seller to a willing buyer when the sale does not adversely affect

the position of non-selling shareholders (or some other third parties). The

- 119/ See Part III, Subsection B.2.



-

fréedom of the selling shareholders to sell their shares does not conflict
with the other shareholders' wish to retain shares in an independent target.

Now, the consequences of an acquisition of a controlling interest are
quite different from those of an acquisitién of a non-controlling block. An
acquisition of a controlling block transforms the independent target'into a
company with a controllipg shareholder, and is likely to affect the way iﬁ
which the target is run and theAallocation of the target's assets. The acqui-~
sition affects not only the position Qf the selling shareholdefs but also that
of non-selling shareholders: these latter shareholders will find themselves
holding shares not in the independent target but rather in a company controlled
by the bidder.

With fhis understanding of the consequences of an acquisition of a con- -
trolling interest, consider a case in which 40% of the target's shareholders
respond to a bid by making approving tenders while 609 of the shareholders
make disapproving tendersa‘ Thus, 40% of the shareholders would like the
bidder to acquire a controlling interest (and would be willing to contribute
their shares for that purpose), while 60% of the shareholders would like the
target to remain independent.

The difference between the two groupé of shareholders is in their opinions --
in their judgments as to how the expected acquisition price compares with the
independent target's value. For whatever the bid's outcome, the proposéd
regulations would ensure that all shareholders would share it equally. The
shareholders in the minority group, however, view the expected acquisition
price as higher than the independent target's value,vwhile the shareholders in
the majority group hold the contrary view. The two groups of shareholders B
differ, then, in their judgment as to which outcome of the bid would maximize

the collective wealth of the target's shareholders.
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It is clear that the two groups cannot both have their way. The wish of
the minority group to sell a controlling block to the bidder is incompatible
with the wish of the majority group to retain shares in an independent target.
0f course, prdhibiting the bidder from purchasing a controlling interest would
limit the freedom of the minority group shareholders to sell their shares;
such a prohibition would force upon these shareholders the majority opinion
that the offered acquisition price is too low. But, it is equally clear,
allowing the bidder to purchase a controlling interest would be to force the
: minority opinion on the méjority. To be sure, if the bidder is allowed to

gain control and a takeover takes place, the shareholdérs in the majority
group.will all receive their prorata share of the acquisition price; but these
shareholders view this prorata share as lower than the value of their shares
in the indepeﬁdent target, and they would prefer to continue to hold such
shares.

Which group's opinions and wishes should the law follow? According to the
_proposed undistorted choice objective, we should follow the judgment of the
majority. As I shall'explain in Part VI, the reason for this is one of efficiency:

the majority is more likely than the minority to be corrécf in its assessment
as to how the expected acquisition pfice compares with the independent target's
value.

Thus, when a majority of the shareholders make approving tenders (or vote .
~in favor of a merger proposal) we should allow the bidder to gain control; and
we should accept that the acquisition will practically force the shareholders
who make disapproving tenders to sell their shares. When only a minority of
the shareholders make approving tenders, however, we should not allow the
bidder to gain coﬁtrol.- We should not enable the minority in this case to

prevail upon the majority by appealing to an alleged freedom to sell; we
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should do so for the same reason that we should not allow a merger to take

place if only a minority of the shareholders have voted in its favor.

D. Comparison to the British Arrangements
In Britain, takeovers ére subject to:both governmentalAregulation and
industry self-regulation. The main body of takeover rules is the City Code on
Take-Overs and Mergers, which was drafted (and is administered and enforced)

by the Panel on Take-Overs and Mergers, a non-govermmental entity that func-

120/

1

tions under the auspices of the Council for the Securities Industry.
This Section describes some of the British rules and compares them to the

regulations that I put forward. The British rules that I shall consider

appear to have been at least partly motivated by similar concerns to those

which motivate the present inquiry; and they bear substantial similarity to

the regulations that I propose. The British rules, however, do not seem to

have been drafted with a complete and systematic uﬁderstanding of the distofted

choice and unequal treatment problems, and of how these problems can be adequately

addressed. Consequently, as will be seen, the British rules go too far in

some respects, and not far enough in others.

1. The Determination of a Bid's Success

Under the proposed regulations tendering shareholders would be able to
tender either approvingly or disapprovingly, and a bidder wouid be prohibited
from purchasing a controlling interest unless it wéuld receive a majority of
approving tenders. As I demonstrated, this rule would ensure that a target

would be taken over if and only if a majority of the shareholders prefer the

120/ For a general discussion of the City Code and of the Panel on
Take-Overs and Mergers, see A. Johnston, The City Take-Over Code (1980);
DeMott, Current Issues in Tender Offer Regulation: Lessons from the
British, 58 N.Y.U.L. Rev. 945 (1983).
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target to be taken over. This proposed rule should be compared with two
British arrangements, one applying only to partial bids and the other applying

to all bids.

a. The Approval Requirement in Partial Bids

The City Code discourages and restricts pértial bids, and partial bids
ére much less popular in the UK than they.ére in the Us,lglj When a partial bid
is made, however, the City Code imposes an approval requirement which is very
similar to the one that I propose for all bids. The Code requires a partial
bid to be conditional upon the approval of a majorify of the target's share-
holders.lggl Approval is signified by an entry in a separate bok onvthe tender
form, where a tendering shareholder can indicate whether or not he approves
fhe partial bid. Thus, in the case of a partial bid, the City Code ensures
that the bid will succeed if and only if a majority of the shareholders prefer
a takeover to take place.

The problem with the British approval requirement, of course, is that it
is limited to parfial bids. The requirement's limited scope is presumably a
result of the British belief that‘partial bids pose different and more serious
problems than do bids for all shares. As I already explained, however, this
belief, which is shared by many in the U.S., is mistaken. The British approach.
to partial bids, explains a leading British treatise, is motivated by "the
realization that British company law provides inadequate remedies for minority
'[.shareholders who feel that those in control of a company are abusing their
123/

position'. As the analysis of this Article has demonstrated, however, the

121/ See Subsection 4 of this Section.
122/ The City Code, supra note 104, rule 27.

123/ M. Weinberg & M. Blank, Weinberg and Blank on Take-Overs and Mergers
(4th ed., 1979), at 115. See also Johnston, supra note 120, at 254,
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ability of an acquirer to take advantage of minority shareholders gives rise‘
to choice distortions which are present in all bids, whether partial or for
all shares.

Needless to say, the British approval'requirement, being 1imitéd to
partial bids, does not address the problem of distorted choice in bids for all
shares, bids which constitute the majority of bids in Britain. Indeed, the
requirement leads bidders to make bids for all shares even if a partial acquisition
is the transaction's most efficient form. In sum, as 1ong‘as the British
approval requirement is limited to partial bids, it would be incapable of

making a substantial contribution to addressing the distorted choice problem.

b.  Providing a Second Opportunity to Tender

According to the City Code, a bidder is prohibited from purchasing any |
tendered shares uﬁless it has received tenders from a majoriﬁy of the targét’s
shgreholdérs.lgé/ Thus, in the case of a bid for all shares, attracting av
majority of tenders is both a necessary and a sufficient condition for a
takeover. Requiring bidders to attract a majority of tenders obviously cannot
by itself ensure an undistorted choice. The City Code, however, includes a
rule that might seem to work in that direction. The Code requires a bidder
that succeeds in attracting the necessary majority to leave its offer open for
an additional two‘weeks.lzé/ This "second round" gives non-tendering shareholders,
once it becomes clear that a takeover is going to take place, a second oppor-

tunity to tender and receive the same treatment as all tendering shareholders.

This rule of the City Code seems to contribute to attaining undistorted choice.

124/ See The City Code, supra note 104, Rule 21. F¥or simplicity I am
assuming here that the bidder holds no shares in the target.

125/ See The City Code, supra note 104, Rule 23.
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: Bécause it enables shareholders who prefer the bid to fail to safely hold out,
knowing that in case the bid succeeds they wil; rgceive a second opportunity
to tender. |

Presently I shall point out that a rule pro&iding a second opportunity to
tender is not the right way to address the distorted choice problem. But I
wish first to note that the drafters of the British rulé.do not appear to have
aimed ét addressing the distorted choice problem or to have had a systematic
understanding of this problem.  The rule allows a successful bidder to deny
shareholders a second opportunity to tender (exércise a "shut-off") if the
bidder has given the shareholders a two-week advance notice that no second
opportunity to tender would be provided.lgé/ It is easy to see that a rule
seeking to ensure undistorted choice should not allow bidders to exempt them-
selves from the rule's application by giving shareholders an advance notice.
Notifying shareholders that they will not have a second opportunity to tender
would not protect them from the Pressure to tender; much the same way that
giving to an individual an advance notice that a gun will be pointed to his

- head the next day would not enable the individual to make an undistorted
choice on that next day when (as notified) the gun will be pointed to his
head.

In any event, even supposing that the rule providing a second opportunity
to tender does not enable bidders to exercise é "shut-off", the British rule
is not the right way to address the distorted choice problem. To be sure,
under the rule shareholders who prefer the bid to fail will not tender. The

_ problem is, however, that shareholders who prefer the bid to succeed might not
.bother to- tender either. Thus, the outcome of bids is still distofted under
the rule, but this time agaiqst bidders: a bid might well fail even if a

majority of the shareholders prefer it to succeed.

126/ Ibid.
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To see this, consider the tender decision of a shareholder who Erefers'
the target to be taken over. Supposing that the bid is going to sucéeed
regardless of the shareholder's decision, his tender decision will not matter,
as shareholders who tender in the "first round" and in the "second round" will
all receive the same treatment. And supposing that'the bid is going to fail
regardless of his decision, the shareholder will be somewhat better off holding
out: as the City Code requires failing bidders to return all tendered shares,
tendering will only involve Wastefulvtransaction costs. Consequently, the
shareholder might elect to hold out and save the transaction costs involved in
tendering. To be sure, supposing that the shareholder's decision is going to
determine the bid's fate, he will be better off tendering and bringipg about é
takeover, which is his preferred outcome. But since the likelihood that his
decision will prove pivotal is small, the shareholder might well hold out even
though he prefers the bid to succeed.

The problem with the rule Providing shareholders with a second opportunity
to tender might be alternatively described as follows. Establishing a "second
round" essentially turns the "first rouﬁd” into the equivalent of an approval
vote, as each shareholder's initial tender deciéion matters only in case that
the decision proves pivotal. A shareholder wishing to express a preference
for the bid's success has to tender his shares in the "first round", while one
wishing to express a preference for the bid's failure has to hold out in that
round. The problem is that expressing a preference for the bid's success .
involves extra tramsaction costs in comparison to expressing a preference for
the bid's failure. This transaction costs differential creates a substantial
bias against tendering and expressing a prefereﬁce for the bid's éuccess.

-1t might be worthwhile recalling how the arrangement that I propose would
avoid the above problem. Under the proposed regulations, shareholders would

express their approval or disapproval of a takeover in conjunction with the
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tendering of shares. Their choice between tendering approvingly and disap-
provingly would invelve no transaction costs differential, and would therefore

be solely determined by their preferences concerning the bid's outcome.lgz/

2. The Treatment of Tendering Shareholders
in Case the Bid Fails

Thus far I have examined the British ruleé that determine a bidder's
success in gaining control. I now turn to examine the British rules concern-
ing the treatment of tendering shareholders by a failing bidder. Under the
City Code, a failing bidder cannot buy any tendered shares, and must return

128/
all tendered shares to tenderors.-<2

In contrast, under the regulations that I propose, a failing bidder might °
use its bid to purchase a non-controlling block. The bidder might purchase

.Shares of tendering shareholders who specifically indicated their willingness
to have their shares acquired even in case that the bid fails.

The proposed regulations, I believe, take a somewhat preferrable approach
to the one of the City Code. If some shareholders are willing to sell their
shares to the failing bidder then there is no reason to prohibit this transac- -
tion, provided that the bidder is limited to purchasing a non-controlling
block and that the shareholders specifically indicated their willingness to
engage in the transaction. To be sure, a British bidder that fails to gain
control may make a subsequent bid aimed at, and limited to, the purchase of a
non-controlling block. But the approach that I suggest would save the trans-
action costs that such an additional bid would involve.

. 127/ It might also be worthwhile recalling that the problem considered above
played a role in the design of the proposed regulations concerning non-tender-
ing shareholders. In order to ensure that shareholders who are aware of the
bid would tender, the proposed regulations would provide non-tendering share-
holders not with exactly their prorata share of the acquisition price but

- with something less than that.

128/ See The City Code, supra note 104, Rule 21.
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3. The Treatment of Non- Tenderlng Shareholders
in Successful Bids

The regulations that I prepose with respect to non-tendering shareholders
in successful bids would enable such shareholders to eecure something close to
their prorata share of the acquisition price. As ﬁas explained, this would be
desirable not only from the perspective of equal treatment, but also from that
of undistorted choice. The proposed regulations would include two elements: |
one that would regulate the terms of immediate takeouts, and one that would
proVide redemption rights in case an immediate takeout would not occur.

Let us now turn to examine the British treatment of non-tendering share-
holders, and let us first consider the issﬁe of immediate takeouts. In Britain,
a bidder that succeeds in gaining control is often able to effect, in one of
several alternative ways, a compulsory acquisition of the outstanding minority

29/

shares.l——- Consequently, immediate takeouts do occur in the U.K.; though it is

generally more difficult to effect a takeout in Britian than in the U.S. 130/

When a British successful bidder does effect a takeout, the bidder generally

has to pay a takeout consideration with terms equal to the bid's consideration. 131/

129/ The bidder might be able to make a compulsory acquisition of minority shares
by using Section 209 (1) of the 1948 Companies Act; or by effecting a scheme of
rearrangement pursuant to section 206 of the Companies Act; or by following a
certain procedure to reduce the target's capital; or, finally, by altering the
articles of association to permit expropriation of minority shares. See

M. Weinberg & M. Blank, supra note 123, Ch. 8.

130/ For example, section 209(1) requires the bidder to have received tenders
from at least three-fourths in number of the shareholders, totalling at least
90% of the target's shares.

131/ Section 209(1) of the 1948 Companies Act specifically requires that in a
compulsory acquisition pursuant to that Section the bidder must provide minor-
ity shareholders with the bid's terms. See Re Carlton Holdings Ltd. (1971) 1
W.L.R. 918. The other procedures to effect a takeout either require a court
approval of the terms' fairness or are subject to court intervention, and
there appear to be no cases where following a takeover the bidder effected a
takeout with a consideration lower than the bid's consideration.
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Let us now turn to the treatment of non-tendering shareholders in the
case that an immediate takeout does not take place. The regulations that I
propose would provide such shareholders with redemption rights. Section 209(2)
of the British Companies Act of 1948 establishes a similar arrangement in cer-
tain limited circumstances.lég/ The situation to which the British rule is
lihitéd is one in which a successful bid has acquired more than 90% of the tar-
get's shares; in such a case, minority shareholders have the option to redeem
their shares forvthe bid's price withiq four months_following the takeover.

The problem with the British rule is that it limits redemption rights to
the case where following the takeover minority shares constitute 1¢ss*than 109
of the target's shares. The aﬁalysis which suggests that redemption rights
~are desirébie on grounds of both equal treatment and undistorted choice, how-
ever, pfovidesvno reason whatsoever to impose the above limitation.lgg/ It
Qould bé desirable to provide redemption rights in all takeovers, and a success;
ful bidder would often acquire through its bid less than 909% of the target's

shares.lgé/

132/ See M. Weinberg & M. Blank, supra note 123, at pp. 361-66.

133/ A British Committee (The Jenkins Committee) considered abolishing the lim-
itation, but rejected this possibility. The Committee said that abolishing the
limitation would have the effect of turning every partial bid into a bid for all
shares. See M. Weinberg & M. Blank, supra note 123, at pp. 365-66. As I have

- explained, however, the proposed regulations concerning redemption rights would
not require a bidder that makes a partial bid to purchase more than the specified
fraction of shares that the bidder seeks. See Subsection A.2 of this Part.

134/ In connection with the provision of redemption rights, it is also worth-
while noting an already mentioned British rule, viz., the one that requires
successful bidders (which did not exercise a "shut-off") to leave their suc-
cessful bid open for an extra two weeks. See Subsection D.1.b. I have already
suggested that the rule distorts bids' outcomes against bidders. The rule, I
wish also to point out, does not ensure that all shareholders will be able to
.secure their prorata share of the acquisition price. For the fact that the op-
tion is open only for two weeks, and that shareholders are not notified about

. it means that some shareholders are unable to take advantage of it. In con-
trast, the regulations that I propose would ensure that all non-tendering share-
holders would have the opportunity to take advantage of their redemption rights.



ALl

4. The Treatment of Partial Bids

The City Code's implicit view concerning partial bids is that they are of

questionable desirability.lgé/

The Code's drafters seem to have been of the
opinion that partial bids pose different and moré serious problems than do
bids for all shares. Consequently, the Code discourages partial bids. As
already noted, for a partial bid to succeed it has to be approved by a majority
of the shareholders while a bid for all shares does not face such a require-
ment. Moreover, every partial bid requires the consent of the Panel oﬁ Take-Overs
~and Mergers.lgg/ And while the Panel frequently grants conseﬁt to bids for more
‘than 50% of the target's shares, it gives consent only in exceptional circumstances
to bids for more than 30% but less than 50%.1§Z/

As the analysis has demonstrated, however, the problems posed by partiﬁl
bids and bids for all shares are essentially the same;l§§/ and, as long as
target shareholders make an undistorted choice, bidders should be free to
choose the kind of offer they make. Consequently, the proposed regulatory
framework would apply essentially the same rules to partial bids and to bids:
“for all shares. Hence, under the propdsed regulations, bidders would make
partial bids whenever a partial acquisition is the transaction's most efficient
form. As T noted, in my view the gains from allowing partial acquisitions are

likely to be limited.lég/ Still, there are some cases where a partial acquisition

135/ Early versions of the Code even prefaced the provisions governing
partial bids with the statement that such bids are undesirable. In
1974, however, this statement was deleted and the Code moved to a more
ambiguous position. See A. Johnston, supra note 120, at 254.

136/ The City Code, supra note 104, Rule 27.

137/ See The City Code, supra note 104, Rule 27; M. Weinberg & M. Blank,
supra note 123, at 157-167.

138/ See Part IV, Section A.

139/ See the discussion in supra note 85.
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is more efficient than a complete acquisition. Therefore, it is an advantage

. of the proposed regulations (vis-a-vis the British rules) that they would not

prohibit or penalize partial bids.
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VI. THE DESIRABILITY OF UNDISTORTED

CHOICE AND EQUAL TREATMENT

Thus far I have explained (i) how far we currently are from attéining the
objectives of undistorted choice and equal treatment, and (ii) what regulatory
reforms would be necessary to attain these two objectives. I still owe the
reader, however, a systematic and detailed explanation as to why these two
objectives are in my view both desirable and important. This task I undertake

in this Part.

A. Undistorted Choice

1. The General Point

It is in society's interest that corporate assets (as well as any other
resources) will be allocated to their most valuable and productive uses. The
productiveness of given assets might well depend on the identity ofithe cor¥
poration that controls them; for the controlling corporation's identity will
determine the managerial resources that will be brought to bear upon the
assets, and the other resources in combination with which the assets will Be
operated. Consequently, there are likely to be at any time some companies
whose acquisition by other companies would produce social gains. An acquisition
might produce gains, for example, by improving the target's management or by
creating "synergy."

The problem with which the Article is concerned is choosing the mechanism
that will determine whether a given company will be acquired, and, if so, by
which potential acquirer. While the acquisition of some companies might well
produce social gains, there are many other companies for which remaining
independent will be the most efficient course of action. And'wheré the

acquisition of a company iszlikely to produce social gains, the amount of
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these gains might well depend én the acquirer's identity; the magnitude of
synergistic gains clearly depends on the "fit" between the acquirer and the
target, and acquirers might also differ in their ability to improve the target's-
management. For these reasons the choice of the mechanism that will determine
the outcome of acquisition offers is an important4choice. We should seek the
mechanism that would be most likely to ensure an efficient allocation of
 corporate assets.

Consider for a moment the sole owner context. Again, a éole owner's
assets might be more valuable to some other parties. The law generally pre-
scribes that another party will be able to acquire these assets if and only if
that party gets the owner's consent. Economic theory suggests that this
-mechanism is one which does a generally good job in allocating resources
' efficiently. The self-interested owner will sell his assets if and only if he
Viewsrthe offered acquisition price -- which reflects the assets' value to the
potential buyer -- as higher than other available offers and than the value to
himself of retaining the assets (including the prospect of receiving higher
offers in the future).

To be sure, the above mechanism does not ensure that sole owners' assets
will be efficiently allocated in every instance. For example, a sole owner
might make a mistake (in both directions) in estimating the value to himself
of retaining his assets. But this mechanism, though imperfect, might well be
the best we can design; certainly it is superior to one which would allow a
potential buyer to take a sole owner's assets without the owner's consent,
provided only that the buyer pay the owner thg agsets' appraiséd market value
prior to the taking. While a sole owner might make mistakes, the considera-
tions that shape his decision are those which: from the point of view of effi-
ciency are the relevant ones: how does the offered acquisition price (which
reflects the assets' value to the potential buyer) compare with the value to

the owner of retaining his assets?
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Let us now return to the context of the public corporation. According to
the undistorted choice objective, the guiding principlerin this context should
be similar to the one that we follow in the sole owner context: a company
should be acquired if and only if its owners, the shareholders, view the
offered acquisition price as higher than the independent target's value (in-
cluding the prospect of receiving other offers in the future). ILet us for the
present suppose that the shareholders all share the same judgment as to how
the offered acquisition price compares with the independent target's value --

I shall a bit later (Subsection 3) examine the question of what is the desirable
outcome when the shareholders' judgments diverge.

As in the sole owner context, ensuring undistorted choice would not
assure an efficient allocation of targets' assets in evéry single insténce;
Target shareholders might make mistakes, much the same way that sole owners .
do, in estimating both the independent ;arget‘s value and the offered acqui-
sition price: But ensuring undistorted choice, I submit, is the best mechanis@ '
that we can employ to determine the allocation of target assets, at 1east as -
long as we limit ourselves to private market solutions.

There might be some who would question that part of the objective which
suggests that a bid should fail whenever the target's shareholders view the
offered acquisition price as lower than the independent target's Value. The§ A
would argue that whenever the offered per share acquisition price exceeds the
pre-bid market price of the target's shares, an acquisition is socially desir-
able. On their view, the pre-bid market price best reflects the indepeﬁdent
target's per share value; in particular, the pre-bid market price reflects
this value better than do the shareholders' estimates of it at the time of
their tender decisions. Consequently, they argue, when the offered per share :

acquisition price exceeds the pre-bid market price, then an acquisition is
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socially desirable even if the shareholders view the independent target's per
share value as higher than the offered per share acquisition price.

The above view is mistaken, however. Shareholders' estimates (at the
~ time of their tender decisioné) of the independent target's per share value
are likely to offer better measures of this value than does the pre-bid market
price of the target's shares. However limited the shareholders' information,
they are pfesumably aware of the pre-bid market price, and hence will not
adopf a different, higher estimate of the independent target's per share value
unless they have reasons for déing'that. What reasons might they have? The
fakeover process often leads .investors to revise their valuation of the target'é
independent value. The shareholders, for example, might derive information
about the target's value from the very fact that a bid was made, or might
receive from the incumbent management some new information about that value.
~ Thus, whenever a target's shareholders view rejection of a premium bid as
value-maximizing, the target should remain independent. Again, the shareholders
'might be making a mistake. But efficiéncy isvmore likely to be served by
following their judgment than by going against it.

Finally, I wish to point out that undistorted choice by target shareholders

would contribute not only to efficient allocation of target assets, but also

to efficient pricing'of targets. To induce a socially optimal level of investment

in a given project, investors must be able to cgptu;e the social gains resulting
from their investment. qu,;undistorted choice by target shareholders would
secure that a bidder would not be able to acquire a target for less than the
competitive price. Consequently, shareholders of potential targets would

expect to receive those social gains that are attributable to the existence of
 their companies. And this would move us towards inducing efficient levels of

investment in potential targets.lﬁg/

140/ See Bebchuk, supra note 20, at 42-44.
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2.  The Importance of Ensuring that Shareholder
Support be a Necessary Condition

The undistorted choice objective can be divided into two elements:
first, ensuring that shareholder support be a necessary condition for a take-
over; and, second, ensuring that shareholder support be a sufficient condition
for a takeover. Most of the Article, however, has focussed on the objectivé's
first element. And I therefore wish now to discuss the importance of this
element.

Now, the preceding general discussion has made clear that whenever a
target's shareholders view rejecting a bid as the value-maximizing course of
action, the bid should indeed fail; thus, ensuring that shareholder suﬁport_be
necessary for a takeover is socially desirable. But the preceding general
discussion did not establish ~- and hence it remains to be shown -~ that this
element of the undistorted choice objective is an important one. The question
is how frequently does it happen that a target's shareholders judge rejection
of a bid to be their value-maximizing course of action. I therefore‘wish to
point out now that this is not a theoretical possibility but rather one that
is likely to occur in a sigpificant number of instances.

To start with, the sha?eholders might view a rejection of a given bid as
value~-maximizing due to the presence of another.available bid which they judge
to offer a higher expected acquisition price. While one might initially doubt
that rejecting a premium bid in order to remain independent might ever be
value-maximizing, no one will qﬁestion that rejecting a bid in favor of a
higher rival bid will be value~maximizing. As the Appendix demqnstrates, thé
current distortioms inflict not only shareholders' choice between selling
their company and remaining independent, but also their choice between rival
bids. Comsequently, in current bidding contests a bidder might gain éontrol

even though another bidder, which can put the target's assets to a more valuable
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use, is offering a higher acquisition price. Thus, enabling shareholders té
make an undistorted choice among competing offers -- which, as the Appendix
shows, the proposed regulations would do -- is necessary for securing an
efficient allocation in the many instances of current bidding contests.

More impoftantly, there is a substantial number of cases, I suggest,
where the shareholders; value-maximizing course of actions is to reject all
-available bids. In these cases, the rejection of a given bid is desirable not
" dué to the presence of a available higher offer, but because the shareholders'
value-maximizing course of action is to remain independent, at least for the
time being.

No one would of course doubt that a sole owner might find it in his
interest to ieject the acquisition offer(s) made to him at some point in time
and retain his asséts, at least temporarily. But some might doubt that a
target's shareholders will ever view remaining independent as value-maximizing.
The reason for holding such a view is that takeover bids commonly offer a
significant premium above the target's pre-bid market price; and this market
price is supposed to reflect investors' valuation of the target. This reason-
ing, however, ignores the already noted fact that the takeover process might
well change investors' valuations of the target.lél/ It is thué quite possible
that at the time when the shareholders make their tender decisions, theif
estimates of the target's independent value (including the prospect of receiv-
ing higher bids in the future) will be higher than their pre-bid estimates.

It is worthwhile recalling at this stage the empirical findings of

‘Professors Bradley, Desai, and Kim.lﬁg/ These researchers found a non-trivial

141/ See Grossman & Hart, The Allocational Role of Takeover Bids in
Situations of Asymmetric Information, 36 J. Fin. 353 (1981)

142/ See Bradley, Desai, & Kim, supra note 49.
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number of cases where a target's shareholders, in spite of the current dis-
tortions, rejected all available bids and remained independent. In these
cases remaining independent indeed turned out to be the Value-maximizing
course of action: following the bids' failure, the market price of the target's
shares was higher than the bid's price, and in most of these cases the target
was acquired through a higher bid within a year or two. Thus, the theoréticai :
possibility that remaining indepenﬁenf will be the value-maximizing course of
action is quite real. Note that, as the Article's analysis has shown, the
current distortions are quite substantial, and consequently a bid is likely to
fail only if the expected agquisition price exceeds the independent target's
value by a wide margin; most of the instances identified by Bradley, Desai,
and Kim presumably belong to this category. It is thus reésonable to suspect
that there is currently a significant number of cases where remaining independent
is value-maximizing, but not by a sufficiently wide margin ﬁo overcome the
current distortions.

Now, there are several reasons why a target's shareholders might judge
remaining independent to be their valuE“méximizing course of action. Firét,
the shareholders might expect that another bidder, who can put the assets to a
more valuable use than can the present bidder, will come forward later on with
a higher bid. As just noted, existing empirical evidence indicates that this
might be a quite real possibility. To be sure, the Williams Act prescribes a.
delay period, which often enables competing bidders to come forward before
shareholders have to make irrevocable decisions concerning the initial bid.lég/
But the required delay period might in many instances fall sﬁort of the time
necessary for a given competing bid to materialize. And, as it is desirable

to resolve a bid's fate quickly, it would be undesirable to adopt a very

143/ 15 U.S.C. §78 n(d)(S)(1976). See Bebchuk, supra note 7, at 1051-54.



~133-

lengthy uniform delay period. Enabling an undistorted choice by target share-
holders would provide them with the necessary flexibility: the required
uniform delay period would remain quite limited, but when a further delay
“would seem beﬂeficial, the shareholders would be able to freely choose to
remain independent for the time being.

Second, the shareholders might judge the current bidder fo be the highest-
valuing user of the target's assets, but expect that rejection of the present
bid would lead the present bidder to make a higher bid. The current distortions
of shareholder choice might enable a bidder to acquire a target for less than
‘the competitive price -- that is, the price that other potential acquirers
'would be willing to pay for the target. The threat of competing bids might be
insufficient to secure a competitive price, because the competition in the
market for corporate acquisitions is far from perfect. In particular, if the
current bidder is viewed as the one that places the highest value on the
target, other potential buyers will not enter a costl& bidding contest --

‘ Which they are bound to lose -- even if the current bid is lower than the
‘competitive price.léé/ Enabling a target's shareholders to exercise an undis-
torted choice, however, would ensure that a target would not be acquired for
less than the competitive price, and would thus contribute to the efficient
pricing of potential targets.léé/ 7

Third, the shareholders might believe that the bidder's reason for making

_the bid was that the target's shares were undervalued by the market, and the

144/ See Bebchuk, supra note 7, at 1036, n. 45.

145/ Note that this efficient pricing would not usually be accomplished
through the rejection and subsequent increase of bids; rather, once the
current distortions are eliminated, bidders would take into account the
shareholders' ability to exercise an undistorted choice and would adjust
their initial bids upwards towards the competitive price. :
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shareholders might judge the offered acquisition price to be iower than the
target's true value. While undervaluation by the market is unlikely to be the
dominant motive for takeover bids, it might well be the motive in a non-trivial
number of cases. The recent wave of takeovers of oil companies, for example,
was widely regarded as motivated by the undervaluation of these companies'
stock.léé/

Fourth, it might even pe possible that a target's shareholders will be
concerned that the bidder's offer is motivated by the prospect of "looting" --
that is, of diverting the target's earning to itself. For looting to be
poésible, the bidder’'s post-takeover gains from diverting earnings must exceed
the premium paid to acquire a controlling majority. Consequently, as takeover
bids commonly offer a considerable premium, the prospect of looting is unlikely
to motivate bids in more than a small minority of cases. Nonetheless, it is
desirable to completély rule out this possibility, and ensuring undistorted
choice would accomplish that.

In sum, there is a strong theoretical and empiriéal basis for believing
that there is currently a significant number of cases where, due to the Curfént
distortions, bids are accepted even though their rejection would be value-

maximizing.

3. The Decisive Fraction

Thus far I have assumed that a given target's shareholders all share the
same view as to how the offered acquisition price compares with the independent
target's value. In such a case, the guiding principle is simple: the target

should be téken over if and only if the shareholders view the former value as

146/ See Bebchuk, supra note 7, at 1032-33; Lowenstein, supra note 5, at
277.
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' higher than the latter. Shareholders, however, might differ in their estimates
of the independent target's value and of the expected acquisition price.

Suppose that some of them judge the former to- be higher than the latter, while
‘others hold the contrary view. Which view should we follow? According t6 the =
proposed undistorted choice objective, the decisive fraction, the fraction

whose view should prevail, is that which includes a majority of the shareholders.
That is, the target should be taken over if and only if a majority of the
shareholders view the offered acquisition price as higher than the independent |
target's value. I wiéh now to explain the reasons for my choice of the decisive
fraction, and also to point out that thé Article's analysis wiil be wholly
relevant even if one chooses to define the decisive fraction differently than

. I do.

“The reason behind the proposed definition of the undistorted choice.
objective is as follows. From the point of view of efficiency, the desirable
outcome of the bid depgnds on how the offered acquisition price compares with
“the independent target's value. And the majo;ity's judgment concerning this
- issue is more likely to be correct than the m;nority's judgment. Therefore,
efficiency is more likely to be served by following the majority's view than
by following the minority's view.

Now, by a majority of the shareholders I have meant throughout shareholderg
‘who together hold a majority of shares. One mighf of course wonder why the
undistorted choice objective should be defined in this way and not by reference
to a humerical majoriﬁy of the shareholders. The reason for this is that the
_ greater the number of shares held by a shareholder, the greater_his incentive
to seek information about the target, and hence £he more informed his judgment
as to whether or not the offered acquisition price exceeds the independent
target's value. Thétefore, in aggregating shareholders' views, the weight

.attached to a shareholder's view éhould depend on the number of shares that he
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holds. Finding the optimal weighting formula is clearly very complicated, and

it requires more information than is currently available concerning the connection
between the size of a shareholder's block and the amount of information thaf

he will gather. Consequently, defining the undistorted choice by reference to
shareholders who together hold a majority of shares seems as (at least) the

best definition to start with at this stage.

In any event, I wish to emphasize that the Article's analysis is wholly
relevant to someone who would specifyAthe‘decisive fracfion differently than I
do. First, in analyzing the current distorted choice; I have focussed on the
fact that shareholders' tender decisions do not reflect their views as to héﬁ
the offered acquisition price-compares with the independent target's value;
and this might lead to a distorted choice no matter how the decisive fraction
is defined. Second, one who would define the decisive fraction differently
than IJdo should still embrace the proposed regulations with only one modifi-
cation: the different specification of the decisive fraction in the definie.
tion of undistorted choice would lead him to a different specification of the
crucial fraction of approving tenders that the bidder would have fo.attract in

order to gain control.

4. The Social Costs of Ensuring Undistorted Choice

Having shown that undistorted éhoiCe would contribute to efficient allo-
cation of targets' asseﬁs, it still remains to consider whether ensuring
uhdistorted choice would involve some prohibitive social costs.A Below I
therefore ad&fess this concern, and I poiﬂt out that ensuring undistorted
choice would in ail likelihood invélve no substantial social costs.

As was explained, ensuring an equal treatment is necessary to attaining
undistorted choice. Consequently, in examining the social costs of ensuring

undistorted choice I will also be examining the costs involved in ensuring
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>vhighervthan the latter. Shareholders, however, might differ in their estimates
of the independent target's value and of the expected acqpisition price.

Suppose that some of them judge the former to be higher than the latter, while
‘others hold the contrary view. Which view should we follow? According to the -
proposed undistorted choice objective, the decisive fraction, the fraction

whose view should prevail, is that which includes a majority of the shareholders.
That is, the target should be taken over if and only if a majority of the
shareholders view‘the offered acquisition price as higher than the independent ‘
target'é value. T wish now to explain the reasons for my Ch01ce of the decisive
fractlon and also to point out that the Article's analy31s w111 be wholly
relevant even if one chooses to define the decisive fraction differently than

. I do.

The reason behind the proposed definition of the undistorted choice.
objeétive is as follows. From the point of view of efficiency, the desirable
outcome of fhe bid depgnds on how the offered acquisition price compares with
“the indebéndent tafget's value. And the majofity's judgment concerning this
- issue is more likely to be correct than the m%nority's judgment. Therefore,
efficiency is more likely to be served by following the majority's view than
by.following the minority's yiew.

Now, by a majority of the shareholders I have meant throughout shareholder;
‘who together hold a majority of shares. One mlght of course wonder why the
undistorted choice objective should be defined in this way and not by reference
to a numerical maJority of the shareholders. The reason for this is that the
~ greater the number of shares held by a shareholder,vthe greater_his incentive
to seek information about the target, and hence ﬁhe more informed his judgment
as to whether or not the offered acquisition price exceeds the independent
target's ?alue. Thereforé, in aggregating shareholders' views, the weight

. attached to a shareholder's view éhould depend on the number of shares that he
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holds. Finding the optimal weighting formula is clearly very complicated, and

it requires more information than is currently available concerning the connection
between the size of a shareholder's block and the amount of information that

he will gather. Consequently, defining the undistorted choice by reference to
shareholders who together hold a majority of shares seems as (at least) the
best'definiﬁion to start with at this stage.

In any event, I wish to emphasize that the.Article's analysis is wholly
relevant to someone who would specify the‘decisive fracfion differently‘than I
do. First, in analyzing the current distorted choice; I have focussed on the
fact that shareholders' tender decisions do not reflect their views as to héw
ihe offered acquisition price: compares with the independent target's value;
and this might lead to a distorted choice no matter how the decisive fraction
is defined. Second, one who would define the decisive fraction differently
than I:do should still embrace the proposed regulations with only one modifi?
cation: the different specification of the decisive fraction in the defini—A.
tion 6f undistorted choice would lead him to a different specification of the
crucial fraction of approying tenders that the bidder would have to attract in

order to gain control.

4. The Social Costs of Ensuring Undistorted Choice

Having shown that undistorted éhoice would contribute to efficient allo-
cation of targets' assets, it still remains to consider whether ensuring
undistorted choice would involve some prohibitive social costs. Below I
therefore addfess this concern, and I poiﬁt out that ensuring undistorted
choice would in ail likelihood invblve no substantial sociai costs.

As was explained, ensuring an equal treatment is necessary to attaining
undistorted choice. ‘Consequently, in examining the social costs of ensuring

undistorted choice I will also be examining the costs involved in ensuring
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- equal treatment. Therefore, there will Be no reason later to have a separate
discussion_of the costs of ensuring equal treatment: the conclusion that
attaining the undistorted choice objective would involve no substantial social
costs will apply also to attaining the equal treatment objective.

The costs that I shall examine, I wish to emphasize, are social costs.
Ensuring undistorted choice would involve substantial losses to some private
parties. Bidders, for example, would have to pay higher prices for acquired
targets. But this loes to biddefs would by itself represent not a social
loss, but rather a transfer of wealth from bidders' shareholders to targets'
shareholders. The higher prices that bidders would have to pay are relevant
from a social poiﬁt of view only if these higher prices would lead bidders or
would-be bidders to change their behavior inefficiently,

Hence, to examine whether ensuring undistorted choice would involve
substantial social costs, I shall consider below the various socially beneficial
activities that prospective buyers, arbitrageurs, and sophisticated investors
underteke. And I shall examine whether ensuring undistorted choice would have

a substantial adverse effect on any one of these activities.

a. Search for Potential Targets

Let us first consider the concern that ensuring undistorted choice would
have a substantial adverse effect on search by prospeotive buyers for potential
targets. Professorstasterbrook and Fischel, in two articles, have emphasized
that for the corporate acqulsltlons market to operate efficiently, it is
necessary to prOV1de prospectlve buyers with incentive to invest in search for

potential targets.léz/ Easterbrook and Fischel's view is that to encourage

147/ See Easterbrook & Fischel, supra note 1; Easterbrook & Fischel, Auctions
and Sunk costs, 35 Stan.L.Rev. 1 (1982). See also Grossman & Hart, Takeover

Bids, the Free-Rider Problem, and the Theory of the Corporation, 11 Bell J. Econ.A
42 (1980).



search for potential targets we should seek to maximize searchers' returnms,
and to this end we should seek to minimize the premium that is neceséary to
acquire a discovered target. On this view, ensuring undistorted choice would
be undesirable since it would increase takeover premiums.

The considered concern does not provide a basis for opposing the undis-

48/

torted choice objective. As I have explained elsewhere,l—— curtaiiing take-
over premiuﬁs is not necessary in order té induce an adequate level of search.
Competitive acquiéition prices are quite consistent with providing searchers
with substantial rewards (relative to search césts). For example, searchers
can make substantial profits, and often do, on pre-bid purchases of the stock

49/

of targets that they discover,1~— Consequently, the need to providé incen-
tives to search for potential targets does not require distorting the choices

of discovered targets' shareholders -- that is, it does not justify abandoning

the undistorted choice objective.

b. Beneficial Acquisitions of Discovered Targets

Having seen that ensuring undistorted choice would not have a significant "
adverse effect on search for potential targets, let us now comsider whether it
might prevent some bemeficial acquisitions of identified targets. Easterbrook
and Fischel suggested that the current pressure to tender might be necessary

150/

for bids to succeed. If such a2 pressure did not exist, they warned,

shareholders would have a strong incentive to hold out; consequently, socially

beneficial acquisitions would be prevented.

148/ See Bebchuk, supra note 7, at 1034-38; (1982); Bebchuk, suEra note 20, at
31-33.

149/ See Bebchuk, supra note 7, at 1035.

150/ See Easterbrook & Fischel, supra note 22. See also Grossman & Hart,
supra note 147. '
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The above concern is not jﬁstified‘ As I have shown, it is quitg possible
to eliminate the current pressure to tender without sacrificing any beneficial
'acquisitions. Under the proposed regulations, the only acquisition attempts
that’would be‘prevented from succeeding are those that indeed should fail --
those where (in the view of a majority of the target's shareholders) the

independent target's value exceeds the offered acquisition price.

'c. Information Seeking by Sophisticated Investors

Let us now examine whether the current unequal treatment is necessary to
reward sophisticated investors for socially beneficial activities that they

undertake in response to takeover bids.lél/

I wish first to consider those
sophisticated investors that were shareholders of a given target when the bid
was made; I shall a bit later consider arbitrageurs, who buy target shares
subsequent to the bid's announcement.

When.a takeover bid currently succeeds, shareholders who were unaware éf
the bid or who did not tender due to their hope that the bid would fail end up
with considerably less than their prorata share of the acquisition price.
Conversely, shareholders who were aware of the bid and correctly estimated
that it would succeed end up with more than their prorata share. Sophis-
ticated investors, who have good information about available bids and about
their expected outcome, are disproportionately represented in this latter
group of shareholders who end up with more than their prorata share. Hence,
one might be concerned that ensuring undistorted choice would elimindte sophis-

1ticated investors' incentives to seek information about available bids and

about their expected outcome.

151/ This possibility was alluded to by the SEC's Advisory Committee. See
Advisory Committee Report, supra note 10, at 52.
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Again, this concern cannot justify opposing the undistorted choice objec-
tive. Consider first the issue of shareholders' incentive to learn about
available bids. The proposed regulations would leave investors with a strohg
incentive to learn whether a bid has been made for a company in which they own
stock. Under the proposed regulations, shareholders who are unaware of a bid.
and hencé do not tender would lose three-months-interest in case the bid is
successful; and while this penalty seems to me quite sufficient, it hight be .
somewhat increased if one seeks to further penalize shareholders' ignOrénce of
bids. Tﬁus, under the proposed regulations, the great majority of potential
target shareholders would continue to seek information as to whether there are
bids for their companies. To be sure, some investors -- those for whom the
costs of seeking such information are prohibitive (say, investors vacationingt
abroad) -- would not seek this information; but then, given their high cosﬁs,
their refraining from seeking the information would presumably be socially
desirable.

Consider now the issue of shareholders' incentive to seek information
about the expected outcome of bids. It is true that the current unequal
treatment provides shareholders with incentives to seek such information.
Shareholders' seeking such information, however, is socially'desirable only to
the extent that it improves the efficiency of theif tender decisions and, in
turn, of bids' outcomes. Therefore, this issue cannot provide a,grouﬁd for
objecting to ensuring undistorted choice. For while at present shareholders
might have more information about bids' expected outcome than they wduld have ﬁnder
the proposed regulations, their current tender decisions are subject to sqbsténtial
distortions which the proposed regulations would eliminate; éonsequently,

there can be no doubt that the proposed regulations would increase the efficiency

of bids' outcomes.
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My position is not, I wish to emphasize, that in regulating capital
markets we should generally seek to equalize investors' returns and prevent
sophisticated investors from faring better than unsophisticated ones. Market

professionals and sophisticated investors engage in several socially valuable

- activities -- for example, their search for undervalued securities contributes

to efficient market pricing, and'arbitrage activity (which will be‘presently
considered) improves the allécation of risk. These socially beneficial activ-
ities of sophisticated invéstors should be, and generally are, rewarded. My
point is merely that in the takeover context there is no efficiency gain to be
made by proﬁiding sophisticated shareholders with more than their prorata

share of the acquisition price.

d. Arbitrage Activity

i 4

Let us now consider whether ensuring undistorted choice might have a
significant adverse effect on the activity of arbitrageurs -- market profes-
sionals and sophisticéted investors who purchase target shares in the market
during the period in which the offer is open.lég/ During that period, the
target's shareholdgrs face considerable uncertainty -- for example, the bid
might or might not be‘obstructea by defensive tacticé, or it might or might
not be superseded by a higher bid. The arbitrageurs serve a socially bene-
ficial fole by enabling risk-averse shareholders of the target to pass the
risk to parties who are better able to bear it. Consequently, one might be
'conéerned that the proposed regulations would reduce arbitrage activity to an
inadequate level.,

One way in which ensuring undistérted choice might reduce arbitrage

activity is by eliminating some of the current sources of uncertainty. The

152/ A concern that ensuring equal treatment might have such an effect on
arbitrage activity is expressed in DeMott, supra note 120, at 1003.



proposed ban on obstructing tactics would of course eliminate the risk of bids
being obstructed, and the proposed regulations would eliminate the risk of
being stuck with minority shares. Note first that; since ensuring undis-
torted choice would also add some sources of uncertainty (e.g., the uncertainty
as to whether a majority would make approving tenders or nqt), it might or
might not reduce the overall amount of uncertainty. The important point,
howevef, is this: supposing that undistorted choice, by decreasing the amount
of uncertainty, would reduce arbitrage activity, that effect would provide no
reason for opposing undisto}ted choicé. For arbitrage acﬁivity is desirable
only to the extent that it eliminates risk bearing costs. And a reduction in
the amount of arbitrage activity which is induced by a decréase iﬁ the level -
of potential risk-bearing costs is not socially undesirable.

Another way in which the proposed regulations would affect arbitrageuré
is by preventing them from capturing more than their prorata share of the
acquisition price. Again, however, this would not reduce arbitrage activity
to an inadequate level. To induce the desirable level of arbitrage activity
it is not necessary to reward arbitrageurs for things{ and in ways, that have
nothing to do with their useful economic function -- to bear risk. As long as
arbitrage transactions can produce efficiency gains by reducing risk-bearing
costs -- that is, by transferring shares to parties that are better able to
bear risk than the shares' current owners —-‘these transactions would take
place. Thﬁs, it would not be necessary to provide arbitrageurs with more than
their prorata share of the acquisition price in order to induce the desirable

level of arbitrage activity.

B. Equal Treatment

I wish now to explain why equal treatment is desirable, not only as an

instrument of ensuring undistorted choice, but also by itself, as an indepen-
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dent objective. As was expléined, in current takeovers there are two groups

éf non-tendering shareholders who would wish to receive their prorata share of
the acquisition price but instead have all their shares become minority shares:
shareholders who lacked an opportunity to tender, and shareholders who did not
tender because they hoped that the bid would fail.lég/ As I explain below, the

-unequal treatment of these shareholders is both inefficient and unfair.

1. Risk-Bearing Considerations

Let us first assume, unrealistically, that the identity of the benefici-
aries and victims of the current unequal treatment is determined in a perfectly
random fashion. That is, let us assume that all of a given target's shareholders
"have in case of a takéover an equal chance of being a beneficiary of the
',expeéted'unequél treatment. Every share of the target might be thu§ viewed as

carrying wiﬁh itself a lottery ti;ket: the expected value of the ticket is
the share's prérata fraction of the total acquisition price; and the ticket
might bring the share's owner more or less than this expected value, depending
on whether the owner turns out to be a beneficiary or a victim of the acquisition
price's disproportionate division.

Given the above assumption, all the shareholders would consent ex ante --
that is, before the "lottery's results" become known -- to replacing the
unequal treatment regime by an equal treatment regime. In an.equal treatment
regime each shareholder would receive with certainty his prorate fraction (of

the acquisition price), which is equal to the expected value of what he receives

153/ See Part III, Section D. There is a third group of non-tendering share-
holders who receive less than their prorata share -- those who did not tender
for tax reasons. But in criticizing the current unequal treatment I abstract
from this group of shareholders because they do not wish to be equally
treated -- they prefer retaining minority shares in the taken over target

to selling them for the bid's price.



in the unequal treatment regime. Thus, the only effect of adopting an equal
treatment regime would be to eliminate all downward and upward risk, and thus
to eliminate the present risk-bearing costs. Most shareholders are presumably
risk-averse and would welcome the elimination of uncertainty. And those
shareholders who are indifferent to the presence of uncertainty, say because
they hold perfectly divgrsified portfolios, would be indifferent té adbpting
an equal treatment regime. In sum, by eliminating all risk-bearing costs the
adoption of an equal treatment regime would‘make most sharehdlderé better off
and no shareholders worse off.

I shall presently explain that, in contrast to what we have thus far
assumed, shareholders' fortumes in the current unequal treatment regime are
not determined by a purebchance, and that some of them can expect to fare much
better than others. Consequently, it will be seen that the adoption of an
equal treatment regime is unlikely to enjoy a uniform consent by éll shareholders.
But the above analysis does suggest a clear efficiency consideration in favor
of an equal treatment regime: as long as there is some element of randomness
in determining shareholders' fortunes under the current unequal treatment
regime, ensuring equal treatment would produce efficiency gains by eliminating

risk-bearing costs.

2. Fairness Considerations

a. The Problem of Distribution

Shareholders' fortunes in the current unequal treatment regimé are not
determined by pure chance. Rather, some shareholders can expect to céme out |
ahead, and, conversely, others can expect to fall behind. Whether a shareholder
ends up with more or less than his prorata share of the acquisition price |

might well depend on the extent tc which he is a professional, on his access
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to the market and to‘market information, and on his resources. T shall refer
to these capabilities and characteristics as ”sophisfication," and I shall
correspondingly refer to investors as "sophisticated" and "unsophisticated".
There are two reasons as to why, in the current unequal treatment regime,
a shareholder's sophistication might affect his chances of receiving more than
his prorata share of the acquisition price. First, sophisticated investors
are very unlikely to ever lack an opportunity to tender, as they are usually
both aware of available bids and capable of tendering their shares in time; in
contrast, the péssibility of lacking an opportunity to tender is a real one
for unsophisticated investors. Second, when a bid is successful, sophisticated
‘investors are much less likely than unsophisticated ones to have chosen not to
tender due to a (false) hope that the bid would fail. Sophisticéted investors
have access to information that enables them to better determine a given
bid's chances of being successful; and they are capable of tendering in the
last mément, just before the bid is closed, on the basis of the most recent
information concerning the bid's favorable chances of being successful.léé/
Thus, in the current uneéual treatment regime some sophisticated share-
~hold¢rs might have very favorable chances, if not virtual certainty, of bene-
fiting from the expected inequality of treatment. Adopting an equal treatment
regime would thus make these sophisticated shareholdefs worse off, and would
hence produce not only gainers but also losers. To be sure, the gains would
1exceed the losses, as the equal treatment regime would produce overall efficiency
gains by eliminating both the distortions of shareholder choice and the existing

risk-bearing costs. But it clearly cannot be claimed that adopting the equal

154/ See Advisory Committee Report, supra note 10, at 52. Sophisticated
investors have access to general market 1nformat10n and some of them
may also have the opportunity to monitor customers' tender decisions.



treatment regime would be a Pareto-superior move. Hence, a distributiomal
issue emerges.‘

To be sure, there are some who believe that legai rules should be chosen
solely on the basis of efficiency considerations.léé/ Those who hold such a
view should clearly support the adoption of an equal treatment regime, since
such a regime would enhance efficiency by eliminating choice distortions and
risk-bearing costs. On my view, however, and it is a view that I believe is
shared by many, the distributional consequences of legal rules should be taken
into account, and should often be given a substantial.weight.

Below I shall therefore discuss and evaluate the distributive cbnsequencés
of adopting an equal treatment regime. I shall argue that the distribution 6f _
the acquisition price that an equal treatment regime would produce is the one
which is suggested by a widely shared sense of fairneés and distributive
justice. At the outset, I wish to emphasize that I shall not attempt to do
the impossible ~- to infer from indisputable premises, and through a process
of compelling deductive logic, the fairness of a certain distribution. Rather,
my argument will rely on certain moral intuitions and considered judgments of
justicé that T have. These intuitions and judgments, however, are ones that
seem to be very widely shared, énd to inform most of the currently.dominant

political theories.

.b. The Presumption in Favor of Equal Treatment

It is a widely held moral principle that, absent any reason to the con- .

trary, individuals in like situations should be treated alike.léé/ This pre-

155/ See, e.g., R. Posner, The Economics of Justice (1982), ch.3, 4.

156/ See, e.g., Berlin, Equality, 56 Proceedings of the Aristotelian
Society 281 (1956); J. Pennock & C. Chapman, Nomos IX: Equality (1967).
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sumption is shared by all liberal political theories, and I trust by most
‘readers as well. The presumption is rooted in a view that individuals are
equal in some fundamental sense, and that claims for natural superiority must
be rejected.

The presumption is a fairly weak one; indeed, it is its weakness that
explains how it might be shared By so many people who sharply disagree with
each other on many, if not most, political issues. What the presumption
actually requires depends crucially on what one recognizes as like situations,
and on what one acknowledges as appropriate reasons for deviating from alike
treatment. Having accepted the presumption, one can still always argue for an
unequal treatment in a given context by alleging some differentiating feature
or overriding reason. Nonetheless, the presumption is not meaningless. While
it does not determine one's conclusions, it does provide a starting point for
one's reasoning, and it forces this reasoning to proceed in a certain way.léz/

Let us now turn to the question of the distribution of the acquisition
price when an independent public corporation is acquired. How should two
shareholders who hold the same number of the target's shares be treated? At
least at first glance, the two shareholders appear to be similarly situated
with regard to the distribution of the acquisition price. Their shareholder-
ings represent the same capital contribution to the corporation. And if the
target were to remain independent, the two shareholders would be entitled to
the same fraction of the target's distributed ea;nings. Thus, unless we can
identify either a morally relevant feature to distinguish between these two
shareholders, or some adequate reason for refuting the presumption of equality
in the considered context, fairness would require that the two shareholder

receive the same fraction of the acquisition price.

157/ For a good discussion of the weakness -- but meaningfulness -- of the con-
sidered presumption, see Bernard Williams, "The Idea of Equality,"” in Laslett
& Runciman (ed.), Philosophy, Politics and Society (Second Series), pp. 110-31.




When an independent target is acquired through a mefger, the merger
consideration is generally distributed among the shareholders prorata. Share-
holders receive the same per share consideration regardless of whether they
voted for the proposal, against it, or did not partic;pate in the vote. Thus,
the law's implicit judgment is that, at least in the case of a merger, there
exists no adequate reason for deviating from a proportionate division. The
question we confront is whether the caée of a takeover of an independent
target is any different. Are there in the caserf a takeqvér any reasons --
présumably ones not present in the merger context -- which refute the presump?
tion that the fair division is a proportionate one? Below I shall consider -
the three kinds of considerations that are mpst‘éommonly advanced to justify .
deviations from equal treatment. And I shall argue that in the takeover
context these reasons do not justify a deviation from an equal treatment, but
rather strengthen the case for an equality of treatment.

c. Unequal Treatment Cannot be Justified
By Efficiency Considerations

In the various contexts where a deviation from equal treatment is'conj
sidered, the most frequently used argument for such a deviation is an efficiency
argument, one that is based on the alleged efficiency gains that an uneQual
treatment would produce. In the cogsidered takeover context, an efficiency
argument for a disproportionate division has been made by Professors Easterbrook

and Fischel.lég/

Supposing that an unequal treatment would indeed produce efficiency

gains, there are two ways in which these potential gains might be thought to

justify such an unequal treatment. First, it might be possible thatlthe effi~-

158/ See Easterbrook & Fischel, supra note 22.
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ciency gains would have a way of trickling down, so that even those who would
seem to be hurt by the unequal treatment would in reality be made better off
By it. This is the argument that Esterbrook and Fischel made in the takeover
~context: they suggested that a deviation from a proportionate division was so
essential for the efficient operatién of takeovers that even investors who
appear to be-hurt by unequal treatment would have ex ante preferred an unequal
treatment regime to aﬁ equal treatmenﬁ one. Alternatively, it might be argued
that even if a deviation from equal treatment in the considered context does
produce losers such.a deviation is still justified -- either because a consis-
tent policy of realizing efficiency gains wherever possible might on the whole
work in'everybody's benefit, or because the'efficiency gains might be suffi-
ciently desirable by themselves to override parties' claims for an.equal

" treatment.

Whichever form the efficiency argument takes, the argument of course
depends on showing that a deviation from equal treatment in the considered
context would be indeed likely to produce efficiency gains. But this is not
the case, I suggest, in the takeover contekt.

As I have explainéd, an equal treatment regime would substantially con-
tribute to efficiency in two ways: by enabling taréet shareholders to exercise
-an undistorted choice; and by eliminating risk-bearing costs. And, I have
also explained, an equal treatment regime would be unlikely to involve any
substantial efficiency costs; Thus, an equal treatment regime would on the
wholé‘subétantially contribute to efficiency. Hence, efficiency considerations
do not provide a reason for deviating from equal treatment, but rather streng-

then the case for an equal treatment regime.
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d. Unequal Treatment cannot be Justified by Entitlement
or Desert Notions

Let us now turn to consider whether a deviation from equal treatment
might be justified by an argument based on notions of.desert or entitlement.
The reason why two shareholders who own the same number of shares might cur-
rently end up with different fractions of the acquisition price is that they
differ in their actions. It might be argued that this difference in actions
is a morally significant one; and that consequently the two shareholders do
not present a case of like situations which wouid trigger the equal treatment
presumption. Because the current distribution of the acquisition price is a
result of shareholders' voluntary actions, so the argument goes, those who end
up with more than their prorata fraction deserve, or are entitled‘to? thétj
which they receive.

Entitlement or desert arguments usually involve é claim that the part&
who is argued to deserve therconsidered object (or to be entitled to it) has
made an essential contribution to creating that object. And it is thus im-
portant to note that such a claim cannot be made in our context. The activities
that enable sophisticated investors to receive ; disproportionately large
share of the acquisition price are not essential to providing the target's
shareholders with the takeover premium. For in the equal treatment regime
that I have put forward target shareholders would still realize all potential
premiums from beneficial, value-maximizing acquisitions.

Similarly, it cannot be maintained that the current distribution of the
acquisition price is an integral part of the way in which takeovers must by
their nature proceed, and that ¢qual treatment should thus be viewed as an
attempt to alter this "natural" distribution. The advantage that sophis-
ticated shareholders currently have is simply a(product of current takeover

rules. Under the takeover rules that I proposed, investors' sophistication




-151-

would play no role, and the distribution that would "naturally" emerge out of
the takeover process woﬁld be a proportionate one.

Our question, then, is ﬁot whether sophisticated investors are entitled
to retain what current takeover rules enable them to get; but rather whether
or not these rules should be designed in the first place in such a way that
investors' sophistication would matter. As I already explained, efficiency
considerations provide no reason for enabling sophisticated investors to
* receive more than their prorata share of the acquisition price. The question
here, howe&er, is whether sophisticated investors are for some reason entitled
té, or deserve, a system of rules in which they wiil have an advantage. This
Questioﬁ must in the end come down to one's moral intuition as to what consti-
fUtés a morally relevant distinction. In my judgﬁent, and I believe in that
of mostvreaders as well, the answer is clear: differences in sophistication
do not by themsélves provide a morally adequate reason to treat differently
twq shareholders who hold an equal number of shares; to assert that sophisti-
cation in investment by itself entitles one to superior treatment is almost as
morally arbitrary as to assert that shareholders whose last name starts with

.an "A" deserve such a superior treatment.

e. Unequal Treatment Cannot be Justified by its
Effect on the Overall Distribution of Income

Several dominant political theories, and I trust many of the readers,
hold that the distribution of income arising out of the market should be
corrected, and that income should be redistributed in some way from the well-off
lto the less well-off. The third kind of argument for unequal treatment that I
. wish to consider is an argument that seeks to justify unequal treatment in a
- particular context by reference to some overall distributive goals. One way

in which the argument can be put is to say that differences in wealth among
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parties in the considered context are morally relevant, and that consequently
parties with different levels of wealth should not be viewed as being in like
situations. Another form of the argument accepts that the parties in the
considered context are in like situations, but claims that in the considered
" context the equal treatment presumption is overriden because a certain unequal
treatment (in favor of the less well-off) would serve a deeper and more com-
prehensive ideal of equality.

There is a substantial disagreement as to whether overall distributional
goals should be taken into account in the design of legal ruies, or should be-
left to the tax system.lég/ But whatever position one takes on this large
question, it is clear, I suggest, that a disproportionate division of the
acquisition price in takeovers cannot be justified by reference to an overall
goal of redistributing income. For the effect of the current disproportionate
division on the overall di$tribution of iﬁcome is likely to be regressive.

The disproportionate division makes sophisticated investors better off and

unsophisticated investors worse off than they would be in an equal treatment

regime. And sophistication in investment appears to be positively correlated
160/ o

with wealth and income.=—

Indeed, the regressive impact that the current unequal treatment has on

the overall distribution of income might be viewed as strengthening the case

159/ For a sample of different views on this issue, see, e.g., Ackerman, Regu-
lating Slum Housing Markets on Behalf of the Poor: Of Housing Codes, Housing
Subsidies and Income Redistribution Policy, 80 Yale L.J. 1093 (1973); Kronman,
Contract Law and Distributive Justice, 89 Yale L.J. 472 (1980); Rawls, The
Basic Structure as Subject, in Values and Morals 47, 54-55 (A. Golman & J. Kim
eds. 1978); Posner, The Ethical and Political Basis of the Efficiency Norm in
Common Law Adjudication, 8 Hofstra L. Rev. 487.

160/ See Feldstein & Yitzhaki, Are High Income Individuals Better Stock Market-

Investors? (Harvard Inst. of Econ. Research Discussion Paper No. 918, Sept. -
1982).
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for an equal treatment regime. I do not wish to imply that the beneficial
distributive effect of the equal treatment regime would be sufficient to
establish the desirability of this regime. It would not, for example, if the
equal treatment regime involved substantial efficiency costs. In the consid-
ered takeover context, however, there is no conflict whatsoever between the
cohsideratiOn of redistributing income and the other relevant considerations.
The equal treatment regime contributes to efficiency, and it is consistent
with, if not required by, the fairness principle of treating like parties
alike. The distributional impact of the equal treatment regime merely enhances

the attractiveness of this regime, adding to the already strong case for it.
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VII. EXTENSION: ACQUISITIONS THROUGH OPEN

MARKET OR PRIVATELY NEGOTIATED PURCHASES

The undistorted choice and equal treatment objectives; I.proposed, should
guide us in regulating all acquisition attempts, not only takeover bids. Now,
at present a prospective buyer might attempt to gain control over a target not
only through a takeover or a merger, but also through a third available acquisition
method: acquiring a controlling interest through open market or privately
negotiated purchases. This Part extends the‘Article’svanalysis to this third
mode of corporate acquisition. I shall propose that, to ensure undistorted
choice and equal treatment in corporate acquisltlons, a prospective buyer
seeking to gain control over a target should be limited to pursuing either a
takeover or a merger.
Before proceeding, it is worth reminding that the Article'e analysis is
limited to attempts to gain comtrol of companies which prior to the attempt
were not controlled by a single shareholder (or a group of shareholders acting
in concert). Thus, the analysis below will not apply to cases where a prospective
buyer acquires a controlling interest by purchasing the shares of a single share-
holder who currently controls the target. The analysis will apply only to cases
where the prospective buyer purchases many non-controlling blocks (on the open
market or through private negotiations)iand combines them to a controlling block.
To start with the present situation, current law imposes very few restrictions
on a prospective buyer's attempt to gain control over a target through open

161/

market or privately negotiated tramsactions. The main requirement is one of

disclosure: Section 13(d)(1) of the Williams Act requires disclosure of the =

161/ See Green & Junewicz, supra note 9, at 662-670; SEC Release, supra
Note 11, at 86 ,918.
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identity and intention of any buyer that obtains more than five percent of a

62/

company’s stock.l—— As explained below, the current ability of prospective
buyers to acquire a controlling interest through open market or privately
negotiated purchases 1e;ds to distorted choice and unequal tréatment.

To examine the consequeﬁces of prospective buyers' use of the considered
 acquisition method, it will be useful to take up an example. Suppose, then,
that a prospective buyer seeks a controlling block of 40% of a target's shares;
énd suppose that to this end the buyer privately approaches various shareholders
and offers to buy their holdings for $iOO a share (the analysis of the case of
"open market purchases_would be essentially the same). Suppose also that if
the prospectivé buyer does succeed in acquiring the controlling block, the
. value of shares not held by the buyer will be $80 a share. Thus, if the
considered acquisition attempt succeeds, the per share acquisition price will
be $88 a share.

The outcome of the considered acquisition attempt might deviate from that
" which is suggested by the undistorted choice objective. That is, the buyer
‘might well succeed in gaining control even if a majority of the target's
 shareho1ders view the indepéndent.target'svper share value (including the
prospect of future acquisition attempts) as’higher than the $88 expected per
share acquisition price. The reasons fdr the possible distorted choice are'
quite similar to those that would possibly lead to a distorted outcome if the
buyer chose to make a $100 a share partial bid for the 40% block sought.

The most important reason as to why the outcome of the considéred acqui-
| gition attempt might be distorted is the fact that a shareholder approached by
the prospective acquirer might well elect to sell his shares to the buyer even

if he views the independent target's per share value as higher than the $88

162/ U.S.C. § 78(d) (1) (1976).
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expected per share acquisition price. First, if the shareholder views the
independent target's per share value as lower than the $100, he will certaiqu
agree to sell his shares (regardless of the likelihood that hé attaches to the
possibility of the buyer gaining control). Moreover, the.shareholder might
agree to sell his shares even if his estimate of the independent target‘s per
share value exceeds $100. For the shareholder might know, from thebrequired
disclosure and from the very fact that the buyer approached him, that the
buyer might be seeking to gain control; and supposing that the buyer is going
to gain control, the shareholder will be better off selling his shareé for the
offered $100 a share no matter how high his estimate of the independent tar-
get's per share valuealégl

Turning to the problem of unequal treatment, I wish to point out that if
the buyer in the considered example succeeds in‘gaining control, the acquisi-.
‘tion price (of $88 per share) will be distributed among the target's share-
holders quite disproportionately. Shareholders who sold their shares to the
buyer will end up with $100 per share, while those who wefé‘not approached by
‘the buyer or were approached but did not agree to sell will end up with shares
in the taken over target worth $80 a share. Indeed, this inequality of tréat;_
ment will probably be even greater than the one that would result if the buyer

gained control through a partial bid for 40% of the target's shares. For a

successful partial bid would likely attract tenders from more than 40% of the

163/ The main source of the current distortions, then, is the fact that share-
holders' decisions to sell their shares to the buyer do not necessarily reflect:
a judgment that the independent target's per share value is lower than the '
expected per share acquisition price. In addition, the problem of effective
control adds to the current distortions, in the same way as it does im current
takeover bids: even if shareholders' decisions whether or not to sell their
shares reflected a judgment that the independent target's value is lower than
the expected acquisition price, the buyer's ability to gain control by purchas-
ing less than a majority of shares might by itself lead to a distorted choice.



-157-

shareholders; consequently, more than 40% of the shareholders (though not all
of them) would have some of their shares acquired for $100 a share.

Iﬁ sum, current attempts by prospective buyers to gain control over a
target through open market or privately negotiated purchases lead to distorted
choice and unequal treatment. The objectives of undistorted choice and equal
'preatment therefore suggest that this acquisition method should be prohibited.
A prospective buyer seeking to acquire a controlling interest should be limited
to pursuing the avenue of a takeover (subject, of course, to the regulations
proposed in Part V) or of a merger. That is, accumulation of shares through
open market or privately negotiated transactions should be prohibited from
going beyond the speC1f1ed threshold of a controlling interest. This rule,
together with the proposed takeover rules, would work to ensure undistorted

choice and equal treatment.

The above rule, which I have derived from the general theoretical frame—‘
work that the Article has put forward, is one thatkhas been frequently proposed.
Such a rule is contained in the British City Code,léé/ was proposed by the SEC
several years ago,léé/ and has been endoreed by various commentators.léé/ The
SEC{s Advisory Committee recommended such a rule.léz/ Support for adopting

such a rule thus seems widespread, though there is naturally disagreement as

to the threshold at which effective control should be assumed to pass.lég/

164/ See The City Code, supra note 104, Rule 34.

165/ See SEC Release No. 34-16385 44 Fed. Reg. 70, 326 (1979); s. 3188, 96th
Cong. 2d sess. (1980). In the end, however, the proposed rule was not adopted
and the proposed legislation was not enacted

166/ See, e.g., Green & Junewici, supra note 9, at 673-676.
167/ See Advisory Committee Report, supfa note 10, at 22-23.

168/ 1d., at 23.



But the SEC, reacting to the Advisory Committee's recommendation, stated that it
had serious reservation about this recommendation, and that the issue. requlred
further study. 169/
The desirabiliﬁy of the considered rule directly follows from the preced-
ing Part's demonstration that undistorted choice and equal treatment are bene-
ficial and that ensuring them would be 1ike1y to involve no substantial social
costs. Still, it might be worthwhile to specifically address the.conCern that

lzg/ The SEC was worriedb

the SEC expressed with respect to the considered rule.
about the economic implications of the fact that the rule would often increase
the cost of purchasing a block larger than the specified threshold. This would
be the case, the Committee pointed out, whether the buyer seeks to purchase the
block for control purposes or for other reasons (e.g., investment or technology
transfer). |

Now, to be sure, the considered rule would often increase the price that
a buyer would have to pay to acquire a block larger than the specified threshold.
But this provides no reason to oppose the rule, much the same way that the
effect of the proposed takeover rules on acquisition prices ﬁrovides no reason
to oppose these rules. As I explained, increased prices do not by themselves
represent a social cost, and they are socially undesirable only to the extent.
that they lead parties to behave inefficiently. The considered rule would not.‘
eliminate any socially beneficial acquisition of a block ~-- that is, any
acquisition of a block that should take place from a social point of view.

The only instances where the rule would prevent an acquisition of a block

(whether sought for the purpose of control, investment, technology transfer,

169/ See Statement of Shad, supra note 11, at 86 679 The SEC then invited =
comments from the public on the issue. See SEC Release, supra note 11.

170/ See SEC Release, supra note 11, at 86, 919.
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or any other reason) are those where in the view of a majority of the target's
-shareholders the price offered for the block is less than what they are asked
to give up. And in these instances it is indeed socially desirable, as I have

" . explained, that the éttempted acquisition of the block will not take place.
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VIII. BEYOND UNDISTORTED CHOICE

AND EQUAL TREATMENT

The analysis of this Article has focussed on the objectives of undistorted
choice and equal treatment, or, alternatively, on addressing the Curpent‘
problems of distorted choice and unequal treatment. These two closely related
problems are rooted in the divided, often dispersed ownership of acquisition
targets. I wish now to note the existence of some other problems concerning
corporate acquisitions, problems which I have ignored throughout the Article's
analysis. Addressing these problems, which i shall preséntly describe; is an
additional objective for acquisition rules -- beyond the proposed objectives
of undistorted choice and equal treatment. My aim in this brief Part is to
show that these additional problems do not undefmine or weaken the case for
the regulations that I have put forward, but rather suggest that theée regulafiqns
might have to be supplemented by some additional measures. | |

To understand the full scope of potential problems concerning corporate
acquisition, I wish to state three conditions that together would ensure that
‘the corporate acquisitions market would allocate target assets efficiently.

The three conditions are: (i) undistorted choice by targets -- a target wili

be acquired if and only if the expected acquisition price is higher than thé
independent target's value; (ii) undistorted choice by acquirers -- a target

will be acquired if and only if the expected acquisition price is lower thaﬁ

the target's value to the acquirer; and (iii) no externalities -- the private

gains that the acquisition confers on the acquirer's and the target's shareholders;
represent social gains (i.e., they do not come at the expense of, for example,
consumers, taxpayers, or employees). |

Now, the Article's analysis has focussed on the current vielation of ‘

condition (i) -- that is, on the current distorted choice of target shareholders;
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and the regulations that the article has put forwérd would ensure that condition
(i) woula hold -~ that is, would ensure an undistorted choice by target share-
holders. Throughout, I have implicitly assumed that conditions (ii) and (iii)
currently hold -—‘that‘is, that bidders' choices are undistorted, and that the
‘private gains to bidders' and targets' shareholders do represent social gains.
Assuming that conditions (ii) and (iii) do hold, the proposed regulations

would by themselves ensure an efficient allocation of targets' assets.

The assumption that conditions (ii) and (iii) do currently hold has Been
useful in enabling the present inquiry to focus on the distorted choice problem.
But, as I pbint out below, this assumption does not generally hold.

Consider first condition (ii) -- that bidders' choices be undistorted. I
have impiicitly assumed that in every acquisition attempt the expected acquisition
price is in the pProspective acquirer's view (that is, in the view of the |
acquirer's management) lower than the target's value to the bidder. This,
however? need not be the case. A divergence of interests between shareholders
énd managers might occur not only in targets, but also in acquirers. While a
company's shareholders are solely interested in maximizing the valuequ the
company's shares, Fhe managers might also be interested in expanding the size
~ of the enterprise under their control.lZl/ Consequently, the acquirer's managémégt
might be willing to pay for the target an acquisition price exceeding the
target's value to the acquirer. Consequently, ensuring undistorted choice by
target shareholders would not rule out an acquisition of a target whose independent

value exceeds its value to the acquirer. For the acquirer's management might

171/ See, e.g., W. Baumol, Business Behavior, Value and Growth 45-52
(rev.ed. 1967); R. Marris, The Ecomomic Theory of "Managerial™
Capitalism 122-24 (1964); Marris & Mueller, The Corporation, Com-
petition, and the Invisible Hand, 18 J. Econ. Literature 32, 41-45
(1980). I
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elect to raise the offered acquisition price beyond both the target's value to
the acquirer and the target's independant value, and the (socially undesirable)
acquisition might hence take place.

Consider now condition (iii) -=- that private gains (from an acquisition)
to the acquirer's and the target's shareholders represent net social gains.
Sﬁpposing that a given acquisition reflects an undistorted choice from the
perspective of both the target and the acquirer, the acquisition will increase:
their combined value and benefit their shareholders. This, however, would by
itself imply that the acquisition is socially desirable only if the gains to
the écquirer's and target's shareholders indeed represent social gains. Af
present, however, private gains to the acquirer's and the target's shareholders
need not reflect social gains. To be sure, the increase in the combined value
of the target and the acquirer ‘might be the result of improved management or
synergy, in which case the private gains will indeed reflect social gains;

172/

But the increase in value might also result from tax savings,—=

73/

market power,l——

orvenhanced
in which case the private gains will come at the expense of
tax revenues and consumers. Furthermore, some acquisitions might impose sub-
stantial costs'on communities and employees, costs which the decision-makers
will ﬁot take into account. Thus, some current acquisitions might be socially
undesirable even though they increase the combined value of the acquirer and
target.

One could examine various ways to address the above two problems. For
example, to address the problem of potential distorted choice by acquirers,

one might consider the possibility of requiring that acquisition bids (or at

174/

least some of them) be approved by the prospective acquirer's shareholders.

172/ See, e.g., P. Steiner, Mergers: Motives, Effects, Policies 75-95 (1975).
173/ Ibid., at 69-74, 218-87. |

174/ See Coffee, supra note 7, at 1269-72.
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And, to address the problem of private gains that do not reflect social gains,
one might seek to design measures that would discourage and curtail acquisitioﬁs
that are motivated by tax saﬁings or increased market power, or that impose
substantial costs on communities and employees. But in any event, addressing
the above two problems. is a complex task which is beyond the scope of the
present Article. Heré I only wish to point out that the presence of the two
considered problems does not undermine the case fpr the regulations that the
Article has put forward.

At present, the three stated conditions that would ensure efficient
allocation of target assets do not hold, and, consequently, socially undesirable
acquisitidns do often occur. The proposed regulations would ensure that a
'target wbuld not be taken over if its shareholders view the expected acquisition
price as lower than the independent target's value. The regulations would
hence prevent some socially undesirable acquisitions from taking place. Now,
the presence of the two problems considered in this Part -- the possible
:distorted choice by acquirers, and the possible divergence between private and
social gains -- does not imply that the acquisitions which the proposed regulations
Qou1d~p¥event might be socially desirable. Rather, the presence of these
problems suggests that the proposed regulations would‘not prevent all socially
undesirable acquisitions, or, in other words, that some socially undesirable
acquisitions would continue to take place even after the proposed regulations
are adopted. It folléws that the presence of these two problems provides no
basis for opposiné the proposed regulations, but rather suggests that it might

be desirable to supplement these regulations with some additional measures.
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IX. CONCLUSION

This Article has proposed two objectives -- undistorted choice and equal
treatment ~- for acquisition rules in genéral, and for takeover rules in
particular. I have shown that undistorted choice would materially contribute
to the efficient allocation of corporate assets;‘that equal treatment would be
necessary to attaining undistorted choice, would eliminate risk-bearing costs,
and is suggested by widely shared notions of fairness; and that ensuring
undistorted choice and equal treatment would not involve any substantial
social costs.

The Article has also provided a comprehensive account of how the outcomes
of current takeover bids deviate from what is suggested by the undistorted
choice and equal treatment objectives. I have systematically analyzed the
nature and operation of the current distortions and classified their several
sources. The analysis has shown that the current distortions are more severe
and pervasive than is commonly thought, and that various remedies which have
been suggested in the literature would not adequately address the current
problems.

Finally, the Article has put forward a regulatory framework that would
adequateiy address the distorted choice and unequal treatment problems. I
have shown that the proposed regulations would ensure undistorted choice and-
equal treatment; and that they would not prevent any socially beneficial
acquisition or involve some other significant social costs.

While the Article's analysis has focussed on takeovers, the undistorted
choice and equal treatment objectives were proposed for all acquisitions.
Indeed, these'objectives provide a unified normative framework for evaluating
acquisition rules. I have;pointed out that merger law is roughly consistent

with the two proposed objectives. And, on the basis of the two objectives, I
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have suggested that prospective buyers should be prohibited from acquiring a
~controlling interest through open market or privately negotiated purchases,
and hence should be limited to pursuing the avenues of a takeover or a merger.

The Article has thus established a normative framework, based on the

undistorted choice and equal treatment objectives, for evaluating acquisition
rules; and the Article has outlined several important elements of the acquisi-
- tion rules that are suggested by the proposed normative framework. There are
still several remaining issues, however, that have to be considered before we
can put forward a complete set of desirable acquisition rules.

First, while I noted that merger law is roughly consistent with the
proposed objectives, it is still necessary to éonduct a systematic and detailed
analysis of the objectives' implications for the various aspects and contours
of merger law. Second, while I pointed out that the undistorted choice objec-
'tive»requires a ban on managers' use of obstructing defensive tactics, it is
still necessary to carefully examine the objective's implications for the

rules concerning the role of the target's management in the target's acquisi-
tion. Third, the proposed objectives and the Article's analysis have been
limited to acquisitions of corporations that prior to the acquisition did not
‘have a controlling sh;reholder; and it thus remains to extend the analysis to
acquisition of corporations that do have such a shareholder. Finally, as I
noted, in addition to the problems of distorted choice and unequal treatment,
corporate acquisitions might present two otﬁer problems -- distorted choice by
" acquirers, and private gains to acquirers andrtargets that do not represent
social gains. As I explained, while these problems do not weaken the case for
the Article's proposed regulations, they might require -- and this is an issue
- which requires further study -- supplementing the proposed regulations with
some additional measures. All these issues have to be examined before the
task thch this Article has pursued -- putting forward a complete set of

desirable acquisition rules -- is brought to completion.



APPENDIX: DISTORTED AND UNDISTORTED

CHOICE IN BIDDING CONTESTS

In analyzing the outcome of takeover bids, I havg throughout assumed that
a given target'é’shareholders face a single bid, rather than competing bids.
. I have made this assumption in order to focus on target shareholders' choice
between selling their company and remaining indepéndent in isolation from the
choice that they might face between'rival bids. This Appendix extends the
analysis.to the caée where competing ‘bids are present. Below I shall show
that at present target shafeholders' choice among rival bids is distorted ~- a
bidder might take over a target even if a ‘majority of the target's shareholders
- view the bidder's offered acquisition price as lower than the écquisition‘
price offered by some other competing bidder. And I shall examine how the
propoSed regulations should be designed to facilitate undistorted choice’ among

. competing bids.

A. The Current Distorted Choice

1. The Situation to be Examined
Below I shall examine a paradigmatic situation of a bidding contest over
a target. The situation will be a stylized one, in that I shall use the
-following two simplifying assumptions. First, I shall assume that there are
only two competing bidders, which I shall denote by A and B; without loss of
generality, I sh#ll suppose that A's offer expires prior to B's offer.l/

Second, in order to focus on the choice of the target's shareholders between

1/ This does not imply that bidder A was the first one to make a .bid for the
target. For example, the considered bids might be the final ones in a long
contest started by B.



A's offer and B's offer, I shall assume that all of the shareholders (who are
all assumed to be aware of both bids) view the inaependent target's value as
lower than both A's offered acquisition price and B's offered acquisition
price. Section C will consider the additional complications that would be
introduced once these twobassumptions are dropped.

What is the socially desirable outcome in the considered situation?
According to the undistorted choice objective, a takeover by A and a takeovef
by B are both superior to the target's remaining independent; for the independent
target's value is lower (in the shareholders' view) than both A's offered
acquisition price and B's offered acquisition ptice. Thus, the target should ‘
be acquired, and the question is only whether it should be acquired by A or 
by B. The acquirer's identity might be important from the perspective of
efficiency because potential buyers might substantially differ in the value
- that they place on the target's assets.

Now, according to the undistorted choice objective, the socially desirable
acquirer is that bidder whose offered acquisition price isvviewed by a majority. .
of the target's shareholders as the higher one. Using reasoning which by now
should be familiar, the acquirer should be the bidder that places the highest
value on the target and is therefore willing to pay the most for it. And
where the shareholders differ in their judgment as to how the two offered
acquisition prices compare,g/ we should follow the majority's jﬁdgment, as the
majority is more likely to be correct in ité judgment.

Thus, according to the undistorted choice objective,vbidder A should gain

control if a majority of the shareholders view A's offered acquisition price

2/  For each of the two bids, shareholders might differ in their estimate of
the value of offered securities, and in their estimate of the expected number
of shares that in case of a takeover will be acquired for the bid's price.
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as highér than B's, and B should gain control if the opposite is true. It is
thus desirable that a shareholder tender to A if he judges A's offered acqui-
sition price to be the higher one,.and ﬁo B if he has the opposite view. As
will be explained below, however, shareholders' current tender decisions in
the considered situation might well deviate from the above standard of de-

© sirability.

2. Shareholders' Current Considerations

Let us examine a given shareholder's tender decision in the considered
sitﬁation. The shareholder will presumably tender his shares, as will all
other shareholders do,§/ and the question is only whether the shareholder will
elect to tender to A or to B. As the analysis below will demonstrate, the
shareholder's choice will be determined.by'coqsiderations other than his
judgment as to whether or not A's offered acquisition price exceeds B’s offered
acquisition price.

The shareholder will realize that the expected effect of his tender
decision on the contest's outcome is véry small if not negligible. Consequently,
he will mainly consider two possible outcomes: a takeover by A, or a takeover
-by B.é/. I shall assume that both A and B retain the option not to purchase
"tendered shares in case that they fail to gain control. Consequently, whichévef
bidder proves to be successful, the losing bidder might elect ndt to purchase

shares tendered to it.

3/ 1 assume that shareholders have no compelling tax reasons for avoiding a

sale of their shares. Consequently, since any given shareholder is assumed to
view the independent target's per share value as lower than both A's bid price
and ' B's bid price, holding out altogether will never be his preferred strategy.

4/ In the analysis below, I shall for‘simplicity ignore the possibility that
the tendering shareholders will divide themselves roughly equally between the
two bids so that the contest will be deadlocked.



For each of the possible two cases, the shareholder will examine whether
he will be better off tendering to A or to B. As will be seen, supposing A is
going to win, the shareholder's best course of action will be to tender to Aj;.
and supposing B is going the win, the shareholder's best course of action will
be to tender to B. That is, a victory by either bidder might impose a COSt,.é
penalty, on tendering to the winmer's competitor rather than to the winner.
Therefore, in deciding whether to tender to A or to B, the shareholder will.
compare the two bids in terms of two factors: (i) the bid's 1ikelihobd of
success; and (ii) the expected penalty that the bid's success will impose on
tehdering to the cémpeting bid. Below I shall examine the factors that deter-
mine how the bids compare in terms of these two factors, and I shall start

with factor (ii).

(a) The Penalty that a Bid's Success will Impose
on Tendering to the Rival Bid

To focus on factor (ii), let us first suppose that the shareholder attaches
the same probability to A's success and to B's success. Consequently, the
shareholder's decision will be determined by his judgment as to whether or not
A's success will impose a higher cost on tendering to B than the cost that B's
success will impose on tendering to A.

Let us first assume that shares tendered to the failing bidder are expected
to be returned to the tendgrors and to become minority shares. In this case,
the shareholder will compare (1) the gap between A's bid price and the expected
value of minority shares in case of a takeover by A, with (2) the gap between
B's bid price and the expected value of minority shares in case of a takeover .
by B. The shareholder will tender to A if (1) exceeds (2), and to B if the.
opposite is true. Thus, the bidder that will be best able to take advantagé

of minority shareholders upon gaining control will have an advantage. For a



Qictory by this bidder will impose a higher penalty on tendering to its losing
‘rival.

Thus far I have assumed that shares tendered to the losing bidder will
all become minority shares. This assumption clearly holds when the winning
bidder is A, the one whose offer closes earlier. In such a ease, B will have
no reason to purchase any tendered shares, and the returned shares will all
beconme minority shares. But, as I explain below, in case that the failing
bidder is A, shares tendered to A need not always become minority shares; and
this mightAgive A an advantage in the contest with B.

To see this, suppose that A's bid closes with insufficient number of
shares for a takeover, and hence that it is expected that B will receive
enough tenders to gain control. It is possible that the failing A will return
.tendered shares to the tenderors promptly so that they will be able to tender
their shares in time to B's bid. Also, if B's bid is for all shares and with
a bid price exceeding A's bid price, A will elect to purchase tendered shares
in order to resell them to B. The presence of these two possibilities 1mp11es
'that in case A's bid is the one to fail, shareholders who tender to A mlght
~either bear no loss or bear a loss which will be smaller than the gap between
B's bid price and the post-takeover value of minority shares. And this will
give A an advantage in the contest with B over the target.

In sum, one consideration of the shareholder will be his judgment as to
how the two bids compare in terms of the expected gap between the bid's price
- and the post—takeover.value of minority shares in case the bid's succeed.

This con51derat10n will favor the bidder that will be best able to take advan-
tage of mlnorlty shareholders upon gaining control. Another consideration,
which will favor A, will be the possibility that in a takeover by B shares

tendered to A mlght not become minority shares but rather might be purchased
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by A or returned in time to be tendered to B. Needless to say, these con-
siderations have very little to do with the socially relevant comnsideration --
the shareholder's judgment as to how A's offered acquisition price compares

with B's offered acqusition price.

(b) The Likelihood of a Bid's Success

Thus far I have assumed that the probability of A's victory is equal to
the probability of B's victory. Once this assumption is dropped, we recognize .
the presence of another consideration which will importantly affect the sharé~
holder's tender decision -- his judgment as to how these two probabilities
compare. The greater the likelihood of a given bidder's success, then the
greater the likelihood that the shareholder will elect to tender to this
bidder rather than to its rival..

Now it might be thought by some that the shareholder will attach no
likelihood of success to the bidder whose offered acquisition price the sﬁgre-
holder views as lower than that of the rival bidder. This, however, is not
the case. The shareholder's estimate of a bid's likelihood of succéss might
well be shaped by considerations that have little to do with his judgment as
to how the bidders' offered acquisition prices compare. |

In estimating the bids' likelihood of success, one relevant factor will
be the shareholder's judgment as to how the two bids coﬁpare in terms of the
expected penalty that their success will impose on tendering to the rival bid.
For the shareholder knows that this comparison might well affect shareholdérsf
tender decisions and hence the contest's outcome. Another important considéf—
‘ation that the shareholder will take into account is his judgment as to othér
shareholders' expectations concerning the contest's outcome. Indeed, any

pervasive initial expectations that a given bidder will be the one to win
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might be self-fulfilling; and this by itself implies that, consistent with
perfect shareholder rationality, the contest might end with a victory by the

bidder whose offered acquisition price is lower.

B. Attaining Undistorted Choice

The preceding discussioq has demonstrated that under current rules the
considered contest between A and B might end in a takeover by the bidder whose
offered acquisition price is viewed by a majority of the shareholders as lower ‘
than that of the rival bidder. I wish now to explain how the proposed regula-
tions can be extended to ensure undistorted choice between A's and B's bids.

One possible extension of the proposeds regulations would allow shareholders
to tender their shares to both A and B. This approach would require rival
bidders to have one, centralized depository. While shareholders would be able

to tender to both A and B, they would be allowed to make an approving tender

to only one of the rival bidders; indeed, a shareholder would have no reason

. to make appfoving tenders to both bidders. Thus, a shareholder who would make
an approving tender to one of the bidders, whose victory the shareholdér”
p;eferé,'would be able to also make a disapproving tender to the rival bidder,
to ensure receiving his prorata share of the acquisition price in case of a
takeover by this rival bidder. As before, a bidder would be allowed to purchase
- a controlling interest only if it would attract approving tenders from a
-majority of the shareholders.

To verify that the above approach would work, note first that the share-
holders in the examined situation would all elect to tender (approvingly or
disapproyingly) to both A and B. Thus,‘whichever bidder wins the contest, all
shareholders will receive their prorata share of the acquisition price. Now,

consider a given shareholder's choice whether to make an approving tender to A



or to B. The shareholder's choice will affect his position only in case that .
his choice will determine the contest's outcome. Consequently, the shareholder
will make an approving tender to A rather than to B if andlonly if he prefers'
a takeover by A to a takeover by B. And as the acquisition price is expected
to be divided proraté in case of a takeover by either bidder, the shareholder
will prefer A's takeover to B's takeover if and only if he views A's offered 
acquisition price as higher than B's offered acquisition price. Thus, as the
winning bidder will be the one who would receive approving tenders from a
majority of the shareholders, the winner would be the one whose offered acquisi-.
tion price is juaged by.the majority to be the highest available.

An alternative way in which the proposed regulations could be extended to
ensure undistorted choice is as follows. If A, the bidder whose offer is the
first to close, does not attract a majority of approving tenders, A would have
to return unpurchased tendéred shares in time for the tenderors to tender them
to B. This approach would necessitate requiring rival bidders to maintain a
sufficient time gap between the closing of their bids.

To verify that the above approach would work, note first that, 6nce there
is no risk that tendering to A would lead to one's shares becoming minority
Ashares in case of a victory by.B, ali shareholders would tender (approvingl&
or disapprovingly) to A. Thus, if A gains control, the acquisition price will
be distributed prorata. If A fails to attract the required number of‘approving'
tenders, then all shareholders will tender to B; which will presumably succeed
in gaining contrel; again, the acquisition price in B's takeover will be
distributed prorata. Thus, the contest's outcome will depend on whether or
not A succeeds in attracting the required number of approving tenders. Now,
consider a given shareholder's choice between tendering to A appfovingly and

disapprovingly. The shareholder's choice will affect his position only in |
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case that his choice will determine the outcome of A's bid (and hence also the
outcome of the coﬁtest). Consequently, the shareholder will make an approving
ténder to A if and only if he prefers a takeover by A to a takeover by B.
"And, as the acquisition price in a takeover by either A or B is expected to'be
divided prorata, the shareholder will prefer A's takeover to B's takeover‘if
and only if he views A's offered.acquisition price as higher than B's offered

acquisition price.

C. Undistorted Choice Among

Three or More Outcomes

In closing, I wish to point out a problem that arises when the assumptions
of the preceding analysis are dropped. The preceding analysis has assumed
that a given target's shareholders face only two bidders, and that all the
shareholders view the independent target's value as lower than the acquisition
‘ prices offered by both bidders. The implication of the above assumptions is
, £hat there are only two Candidates for the socially desirable outcome -- a
takeover by A, and a takeover by B. Once the above assumptions are dropped,
however, there might be three or more candidates for the socially desifable
outcome -- three or more outcomes each of which is viewed by some shareholders
of the target as the value-maximizing outcome.

Suppose, for example, that in the examined situation some of the target's .
shareholders view the independent target's value as higher than both A's
offered acquisition price and B's offered acquisition price. Thus, there are
three outcomes which might be socially desirable -- a takeover by A, a takeover
by B, and remaining independent. In this situation, a problem might arise.

The problem is not one of ensuring that the socially desirable outcome would

take place, but rather one of defining what the socially desirable outcome is.



For there might be no outcome which in the view of a majority of the target's
shareholders is superior to the other two possible outcomes. It might so
happen that the independent target's value is viewed by a majority of the
shareholders as lower than A's offered acquisition price, that A's offered
acquisition price is viewed by a (different) majority as lower than B's offered,
acquisition price, and, finally, that B's offered acquisition price is viewed
by a (still different) majority as lower than the independent target's valueié/
How should the socially desirable outcome in the above situatioh be
defined? Social choice theory suggests that the above problem cannot be
perfectly solved.é/ Whenever there are three or more candidates for the
socially desirable outcome, there will be some contingencies where the adopted
definition will have some‘arbitrary and imperfect element. The undistorted 
choice objective, as I defined it, requires that a bidder gain control if ahd
only if, in the view of a majority of the targeﬁ's shareholders, the bidder's
offered acquisition price exceeds the independent target's value as well as
other bidders' offered acquisition prices. The imperfection in this definition
is that it is slightly biased in favor of the target's remaining independent.
When there is no outcome which is viewed as superior to all others by a majority
of the target's shareholders, the objective requires that thevtarget remain

independent.

5/ This will be the case, for example, if the distribution of estimates is

as follows: One third of the shareholders view (i) A's offered acquisition
price as higher than (ii) B's offered acquisition price and (iii) the inde-
pendent target's value, and also view (ii) as higher than (iii); one third of
the shareholders view (ii) as the highest among the three values, and (iii) as.
the second-highest; and one third of the shareholders view (iii) as the highest
and (i) as the second-highest.

6/ See generally K. Arrow, Social Choice and Individual Values (zﬁd ed,
1963); D. Mueller, Public Choice (1979).
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The proposed regulations (including the extensions outlined in Section B
of this Appendix) would ensure that, in situations where no single outcome is
 viewed by a majority of the shareholders as superior to all other possible
outcomes, the outcome would be that which is suggested by the distorted choice
objective. Now, if we choose to define the desirable outcome in such problem-
atic situations differently, we will have to slightly modify the proposed
regulations (specifically, to modify the formula of the required number of
approving tenders). But‘in any event, defining the socially desiréble outcome
in such problematic situations is not an issue of much practical importance.
Such situations are presumably quite rare; and when they do occur, the differ-
ence in terms of efficiency between the candidates for the socially desirable

outcome is likely to be quite small.





